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will get the best engineering 
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will be done within the es- 
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that they will produce a 
structure which will be de- 
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able.” 
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MEASURES OF OCCUPATIONAL 
SUCCESS 


By W. V. BINGHAM 


is something which may be 

used as a measuring stick for 
gaging a worker’s relative success or 
failure. Such a measure of the worth 
of an employee to his concern should 
consist of more than the mere opinion 
of his supervisors. A good criterion 
of success is objective, factual, reliable. 
It answers with definiteness such ques- 
tions as these: Who are the most valu- 
able workers, and who the least valu- 
able in a selected department? What 
is the order of merit within a list of 
salesmen? Which of the executives are 
outstanding successes, and which could 
most readily be spared? 

Unless the records of factory or 
office yield dependable answers to such 
questions, it is impossible to determine 
quantitatively the results of improved 
procedures of selecting and developing 
personnel; but where adequate mea- 
sures of occupational success are to be 
had, the way is open for the trial of 


. CRITERION of accomplishment 


scientific personnel methods and the 
determination of their validity. An 
executive can, for example, check one 
method of hiring with another, and 
learn definitely which pays best. He 
can find the answers to questions as to 
which of two methods of supervision, or 
of compensation, is most effective. He 
has a measuring stick which is indis- 
pensable in quantitative studies of many 
vital personnel problems. 

From the management’s point of 
view, the successful employee, in con- 
trast to the unsuccessful, does more 
work, does it better, with less super- 
vision, with less interruption through 
absence from the job. He makes fewer 
mistakes, and has fewer accidents. He 
offers a larger number of good original 
suggestions looking toward improve- 
ment of conditions or of processes. He 
ordinarily learns more quickly, is pro- 
moted more rapidly, and stays with the 
company. His quantity and quality of 
output, rate of advancement, length of 
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service, and so forth, are aspects of 
vocational success, each of which can be 
measured, expressed in numerical terms, 
and used as a criterion against which to 
check the validity of predictions based 
upon employment tests, personal history 
items, or interviews. 

Dependable measures of actual ac- 
complishment, of success or failure at 
the job, are needed for any scientific 
investigation in selection of personnel. 
Many a study of methods of selecting 
people for positions has led to ambigu- 
ous conclusions because of the inade- 
quacy or unreliability of the criterion by 
which the methods were judged. All 
too often a research has passed through 
the laborious and expensive stages of 
making the job analysis, constructing 
ingenious tests, and giving the tests to 
numerous employees, before the inves- 
tigator discovered that no adequate and 
reliable measure of relative individual 
achievement on the job was to be had. 
The salesmen for a corporation doing 
a business of national scope were given 
a battery of tests at a series of sales 
conventions, with the thought that the 
value of the tests would then be ascer- 
tained by checking the scores against 
the auditor’s records of commissions 
earned. Later it was found that com- 
missions were not a fair criterion of 
sales ability in that concern because of 
gross differences of territory and inade- 
quate bases for quota setting. Ratings 
of the value of the salesmen to the com- 
pany, made by the branch sales man- 
agers and the home-office executives, did 
not agree. No other criterion of suc- 
cess was available except length of ser- 
vice with the concern, and that measure 
was not considered a good one by the 
interested executives. The investiga- 
tion had then to be abandoned for lack 
of a sound criterion. 


REVIEW 






Early consideration, then, of ayail. 
able criteria of vocational success in the 
occupation being studied will enable ap 
investigator to avoid serious pitfalls, 
The selection of subjects for the investi- 
gation, the determination of the abili. 
ties essential to success in the vocation, 
and the choice of tests will depend in 
part on the criterion of success which js 
adopted. 

If there were no specific problem of 
personnel, there would be no need to 
make an investigation of the type we 
are describing. The motive for making 
the investigation usually comes from a 
large turnover among workmen, exces. 
sive breakage, low output, high cost of 
training new employees, or some similar 
problem of management. When the 
investigator is faced with such a prob- 
lem, the criterion by which the man- 
agement will judge his efforts is the 
improvement of existing conditions. 
The investigator is obliged to adopt as 
his criterion the variable which has 
occasioned the study. 

Vocational success as seen through 
the eyes of the management may be 
quite different from the ideals of suc- 
cess which motivate the worker. The 
college student who sells some article 
from house to house in order to earn 
money to finish his course is not to be 
compared with the man of less than 
average intelligence who performs the 
same work to support his family. Per- 
haps one standard of success among 
secretaries is matrimony. Toolmakers 
not infrequently shift from factory to 
factory in order to broaden their exper'- 
ence and increase their trade skill; and 
among some groups of toolmakers it is 
a matter of professional pride not to 
have worked long for one concern. 
Their ideal of vocational success is 4 
well-rounded versatility. The employ- 
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er's ideal is competency in making the 
particular sorts of tools he needs, with 
the particular equipment he provides. 
It does no harm for the investigator to 
canvass the workers on their ideals of 
vocational success in order to see if 
these are in agreement with the ideals 
of the management. A lack of harmony 
in vocational ideals may turn out to be 
the crux of the employment problem. 

Studies of the professions bring out 
more clearly the social importance of 
the problem of vocational success. 
\Vhat constitutes success as a doctor, a 
journalist, or a clergyman? Foster, in 
his study of the careers of the Harvard 
Class of ’94 as one means of estimating 
the merit of the plan of requiring a 
specified amount of concentration and 
scattering of elective courses, used an 
original and appropriate method of 
gauging success.’ The alumni whom he 
studied were engaged in a great variety 
of occupations, each perhaps with a 
different standard of success. His first 
problem was to find a basis for com- 
paring all these men with each other. 
The criterion of success which he 
adopted was that the alumnus be rated 
successful by at least two of the three 
judges who knew the class intimately, 
each judge having been asked to desig- 
nate “those men who had achieved the 
kind of success which he would be glad 
to have Harvard College promote, if 
possible, by the administration of the 
curriculum.” Such an approach, 
although relying on subjective opinion, 
makes at least a beginning in the critical 
consideration of success in the profes- 
sions, as well as success in life. 

In a larger sense, vocational accom- 

‘Foster, Wm. T., Administration of the College 
Curriculum, Boston, 1911, p. 203. 

*Wechsler, D., “Tests for Taxicab Drivers,” 


“Journal of Personnel Research, 1926, Vol. V, pp. 
24-30. 


plishment is a function of our civiliza- 
tion. Standards vary from one age to 
another and from one continent to 
another. The ancient Greek or the 
modern Hindu cannot be judged by the 
same standards as the Canadian. Even 
such closely related stocks as the En- 
glish and the American show important 
differences in their vocational ideals and 
aspirations. Such considerations will, 
however, lead the investigator far 
afield. Attention must be directed 
toward the criteria which the business 
or industry itself can provide and which 
it will consider sound. 


Suggested Criteria of Success 


Mention will here be made of thir- 
teen kinds of criteria of vocational 
accomplishment by which psychological 
tests and other measurements of ability 
may be evaluated. If more than one 
reliable criterion may be had, it is im- 
portant that the measurements be 
checked against each of them sepa- 
rately. Wechsler, for example, in his 
study of taxicab drivers, discovered that 
one of his tests predicted the number of 
accidents the driver would have and 
another the wages he would earn.’ The 
use of only one of these criteria would 
have made his study half as valuable. 

1. Time required to train the em- 
ployee. In many occupations, prelimi- 
nary training is given the new employee 
before he is placed at work or during 
the early stages of his employment 
while he has but little proficiency. The 
cost of this supervision or special train- 
ing is usually considerable, and other 
things being equal, the sooner the new 
employee acquires the necessary infor- 
mation and skill the greater the saving 
to the firm. Where the employee is 
required to reach a certain level of pro- 
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ficiency before being allowed to ente 
active service, the criterion may be th 
time required to reach the prescribed 
level. 
workers or salesmen a minimum rate of 
pay, to which is added a bonus or a 
piece-rate payment when the employee’s 
performance warrants it. Usually the 
employee is costing the concern more 
than he earns until this stage of pro- 
ficiency is reached. In this case, the 
time required to learn the job well 
enough to be earning a bonus is a useful 
criterion of initial vocational success. 
2. Standing in corporation schools. 
If the preliminary training takes place 
in a vestibule school, apprenticeship 
course, or other corporation school, the 
grades received in this school may be 
used as a criterion for testing the effec- 
tiveness of selective methods. The in- 
struction is ordinarily of the practical 
sort which concerns itself with the par- 


ticular operations required for the job, 
and the criterion often becomes the 
rating of the teacher on the skill which 
the student displays in those operations 


at the end of the course. When pos- 
sible, actual measures of this skill 
should be obtained at the conclusion of 
the training period and used in the place 
of the instructors’ estimates. 

3. Quantity and quality of output. 
In spite of the precautions their use 
requires, measures of quantity and qual- 
ity of output are, on the whole, the most 
useful criteria. These measures may 
be in terms of the quantity and quality 
of work turned out per unit of time, or 
of the amount sold (when salesmen are 
being compared), provided, of course, 
the workmen are doing or making or 
selling the same thing, have had com- 
parable experience, and are not limited 
or restricted in their output by manage- 
ment or working conditions. These 


Some employers guarantee to ‘! 


measures of production should be ex. 
pressed as the average amount pro. 
duced over an extended period of time. 

In developing improved tests for the 
selection of post-office clerks and rail. 
way mail clerks, the Director of Re. 
search of the United States Civil Ser. 
vice Commission, Dr. L. J. O’Rourke, 
gave much attention to the selection of 
criteria—measures of actual ability of 
the men on the job. He arranged with 
the Chicago post-office to weigh the 
first-class mail distributed daily by a 
representative group of 124 clerks dur. 
ing a six-month period. The average 
number of pounds distributed by each 
clerk, together with the time in minutes 
required to do it, constituted his first 
criterion of ability. A second criterion 
was the record in a monthly examina- 
tion or test to determine how accurately 
and quickly each clerk can distribute 
into his own distribution case. To these 
objective measures of ability were added 
a third criterion—foremen’s ratings. 
The combined criteria gave a satisfac- 
tory measure of actual ability as 2 mail 
sorter, and made possible the validation 
of the new type of civil-service test by 
means of which 60,000 to 80,000 appli- 
cants a year are now examined more 
easily, accurately, and fairly than 
before, with much less expense to the 
government and with measurable im- 
provement in the average ability of 
applicants selected. 

When salesmen are being compared 
according to the number of units sold, 
the investigator must bear in mind con- 
tributory variables, such as difficulty of 
the territory assigned to the salesmen, 
possible prejudice against him in that 
part of the country, market for the 
product in his territory, extent to which 
that market has been covered, amount 
and character of competition, time the 
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salesman has been on the job, and his 
ability to sustain his sales record. Some 
executives have theories as to the type 
of person who ought to be able to sell 
for their company (such as tall men, 
or blonds, or college men) and use spe- 
cial incentives on salesmen of this type. 
All these factors tend to reduce the reli- 
ability of a salesman’s production as a 
true measure of his ability. 

The contributory variables are 
scarcely less important with workers 
engaged in routine mechanical tasks. 
As the raw materials supplied to them 
vary in quality, it becomes harder or 
easier to do the work rapidly or accu- 
rately. Output may be limited by speed 
of machines or flow of materials. Inter- 
ruptions in the flow of work, break- 
downs, and other contingencies are diffi- 
cult to allow for. Standards of inspec- 
tion are sometimes relaxed or stiffened. 
Heating, lighting, or ventilation may be 
radically altered. The supervisor may 
be having trouble at home which makes 
him unreasonable in his demands on the 
workers. Any of these complicating 
circumstances may initiate a tremen- 
dous upset in group morale which shows 
itself in marked variations of quantity 
and quality of output, even though the 
financial incentive remains the same. 
The investigator must watch all such 
possible variables and hold them con- 
stant or make appropriate allowances. 

Foremen have been compared on the 
amount which each is able to produce in 
his department, but this is ordinarily 
dificult because of differences in size 
and nature of work of departments. 
The average production per man has 
sometimes been used as the measure of 
the foreman’s ability. 

4. Performance in standardized ex- 
aminations. Often it will be found that 
usable measures of quantity and qual- 
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ity of output of individual workers are 
not to be had. The investigator may 
save time in the long run by pausing to 
devise and standardize performance 
examinations—typical sample jobs by 
means of which he can determine how 
ably the workers can do their work. 
The scores made on these standard 
examinations will serve as criteria of 
their vocational ability and success. The 
investigator must be sure the piece of 
work selected for the examination is 
representative; that variables, such as 
working conditions, materials, tools, 
and incentives, can be held constant; 
and that he can get a measure of the 
performance in terms either of objec- 
tively definable gradations of quality of 
the product, or of time required to 
make it. The duties of an office worker 
are often so varied that the records of 
the management yield no suitable mea- 
sures of her ability. To get one measure 
of her success she may then be examined 
and compared with the other workers 
in actual performance by use of stand- 
ard tests in typing, taking dictation, 
computing, filing, or whatever her chief 
duties are. Standard tasks have simi- 
larly been used as examinations of fac- 
tory workers, draughtsmen, dentists, 
bacteriologists, and many other semi- 
skilled, skilled, and professional work- 
ers. 

A valuable lesson is to be learned 
from the experience of investigators of 
college personnel problems, particularly 
in studying the selection of students for 
admission, their classification and assign- 
ment, and the prediction of their rela- 
tive success in different types of college 
work. The criteria first used were the 
marks or grades the students get in 
their courses. The student was deemed 
to have succeeded or failed according 
to whether he received enough passing 
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marks to enable him to stay in the col- 
lege or course he had chosen. But the 
available examination marks were usu- 
ally found aot to furnish a sufficiently 
sound criterion of what the students 
were accomplishing. It became neces- 
sary to devise the new-type examination, 
much more searching and comprehen- 
sive, much more definite and exacting 
in its demands, and at the same time 
much fairer to the students than the old 
type of school examination. . It has 
taken some years to develop the tech- 
nique of constructing the new-type 
examinations; but the result has been 
that those university departments which 
use them are now able to measure the 
relative success of their students more 
objectively and reliably. In so doing, 
they provide the investigator of educa- 
tional personnel problems with a vastly 
better criterion than he formerly had. 
When psychologists turned aside for a 


time from the devising of psychological 
tests for students, and developed this 


improved technique for measuring 
actual achievement in school work, they 
not only did a service to education; 
they made possible later advances in 
psychological research. So also in 
industrial research, time may be gained 
in the long run by pausing to develop 
good standard examinations of actual 
skill and accomplishment on the job. 
These are almost certain to provide the 
best single criterion of vocational suc- 
cess, where the records do not already 
provide suitable measures of individual 
output. 

5. Accidents and loss due to breakage 
or claims. These are good criteria for 
use with persons who must handle 
materials which are fragile or easily 
lost. Freedom from accidents has also 
been used to measure success as a street- 
car motorman or taxicab driver. Such 


a criterion may be combined with mea- 
sures of quality and quantity of output. 
6. Salary. A man’s worth to a firm, 
and accordingly his vocational success, 
is apparently shown by the salary which 
that company is willing to pay him. 
Some of the variables which tend to 
make this criterion unreliable are the 
employee’s length of service with the 
firm, his family relationship to some of 
the high executives, his ability to im. 
press the management with his worth, 
his enterprise, or his lack of tact in 
demanding a salary increase. Many of 
these variables need not be isolated if 
the investigator wishes to measure the 
individual’s success in terms of ability 
to get along in the world. The investi- 
gator must take into account such ..at- 
ters as the cost of living in the various 
localities in which the men are em- 
ployed, and the relative size of the 
budgets allowed to each department. 

7. Commissions and bonuses. Com- 
missions and income from _ piece-work 
are more flexible indexes of occupa- 
tional ability than salaries. With com- 
pensation on this basis a man’s income 
is usually proportional to his output. 
The investigator using this criterion will 
be confronted most forcibly with the 
problems of interest and uniform moti- 
vation. Earnings should be averaged 
over a long period of time, and the 
cautions mentioned under ‘quantity and 
quality of output” should be observed. 
Bonuses, when added to commissions, 
exaggerate differences in ability but do 
not change the rank of workers in the 
criterion. 

8. Length of service or stability on 
the job. The frrm may meet with little 
difficulty in locating men who after 
instruction are capable of complying 
with the minimum requirements of voca- 
tional efficiency, but the turnover may 
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be so great that the cost of training new 
men is an undue item of expense. The 
problem for the investigator then 
becomes one of measuring a certain sta- 
bility of temperament, or contentment 
in that type of occupation, as well as 
ability to do the required work. If he 
accepts the challenge to measure stabil- 
ity of temperament or to predict con- 
tentment on the job in question, he must 
not use as subjects those who leave the 
company for reasons beyond their con- 
trol. The Scovill Manufacturing Com- 
pany has used to excellent effect, in its 
studies of employment tests for factory 
operatives, the criterion of length of 
service. For the purposes of the 
research an unsuccessful employee is 
defined as one who leaves the company 
within six months of hiring for any rea- 
son other than lay off, death, or illness 
not connected with the occupation. An 
employee who can and does hold down 
his job for six months is classified as a 
success at that job. 

Satisfaction in the job is an asset to 
be sought. If it can be shown that 
there is a close relationship between 
length of service and efficiency on the 
job, the problem reduces itself to sim- 
pler terms. If there is no relationship 
between the two, and if tests select the 
eficient, the problem of appropriate in- 
centives to remain with the company 
confronts the management but does not 
here concern the investigator. 

Frequently the problem finds its solu- 
tion in an analysis of the circumstances 
under which the men leave the employ 
of the company rather than in an analy- 
sis of their temperament. Check lists 
of reasons for leaving are in use in 
most personnel offices.* Too much 
credence should not be given to the em- 
ployee’s own reasons for leaving; it may 
be dificult for him to formulate them, 
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he may wish to leave an opening for a 
return to the company, or he may 
rationalize. The foreman’s reasons for 
a large turnover in his department 
should also be accepted with reserva- 
tions. 

Length of service as a measure of 
success may have negative value in an 
occupation which is considered merely 
as a training ground. Here brevity of 
service before transfer or promotion 
indicates vocational accomplishment. 

9g. Advancement in the firm. Ad- 
vancement may be measured in two 
ways, either of which may be consid- 
ered a criterion of success. The inves- 
tigator may choose as his criterion the 
mere fact that the worker is promoted, 
or he may choose the rapidity with 
which the worker is promoted. In 
either case he selects as prominent suc- 
cesses in the occupation those who have 
been promoted because of the ability 
they have shown in that occupation, 
regardless of whether or not they have 
been promoted to positions requiring 
the same abilities. But if the manage- 
ment has advanced them, not because it 
considers that occupation as a particu- 
lar occupation, but because it considers 
that occupation as a source of supply 
for men for more important jobs, the 
investigator must consider the abilities 
of these men with reference to these 
more important jobs rather than to the 
source-of-supply job. This situation is 
illustrated where men are required to 
spend a certain amount of time as shop 
workmen in preparation for positions as 
minor executives, personnel men, sales- 
men, or designers. 

10. Degree of responsibility. An- 





* Bezanson, A., Chalufour, F., Willits, J. H., and 
White, L., “A Study in Labor Mobility,” Annals, 
1922, Vol. 103, pp. 163-234. Benge, E. J., Stand- 
ard Practice in Personnel Work, New York, 1920. 
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other criterion is the responsibility 
which the men are required to shoulder. 
This may be measured in terms of the 
number of subordinates they have, the 
value of the product they handle, or, 
more particularly, the nature of the 
supervision they are required to give. 

11. Membership in professional soci- 
eties. Membership in professional soci- 
eties, entrance to which is based 
on merit, is a criterion of professional 
success. This should include local 
organizations, as well as the national 
engineering societies, honorary fraterni- 
ties, and mention in Who’s Who or 
American Men of Science. 

12. Trade status. If a classification 
of workers into levels of skill is recog- 
nized by the unions or by the manage- 
ment, these gradations of trade status 
may be used as a criterion. The best 


example of the use of this criterion is 
in the validation of the trade tests 
developed by the United States Army 


during the World War, when groups 
of men known by their employers 
or fellow-tradesmen to be novices, ap- 
prentices, journeymen, or experts in the 
trade in question were chosen to serve 
as subjects in determining the diagnos- 
tic or differentiating value of each item 
in the proposed trade test. 

13. Ratings. Ratings may be made 
by immediate superiors, by teachers in 
corporation schools, or by fellow-work- 
men. Because ratings are less objective 
and reliable than most of the preceding 
measures of success, they should not be 
used if these others are to be obtained. 

Ratings are more often useful as cri- 
teria of success of executives and sales- 
men than of operatives engaged in 
routine tasks requiring manual skill. 
Objective criteria of manual skill are 
more likely to correlate with objective 
performance tests, and ratings are more 


likely to correlate with tests of person. 
ality. 

Ratings may be made on the single 
characteristic of success in the occupa. 
tion; or they may be distributed over a 
combination of several abilities which 
are deemed necessary to success in the 
occupation, and the sum used as a judg. 
ment on vocational success. But the 
safer procedure in obtaining a criterion 
of success is to ask for ratings on suc. 
cess, using the ratings on component 
abilities required for success at a later 
time as checks on the investigator's 
analysis of these abilities. 

If ratings are adopted as criteria, use 
should be made of a final rating which 
is the unweighted average of the inde- 
pendent judgments of at least three 
intelligent, unbiased men who are thor- 
oughly acquainted with the persons to 
be rated, and who are given plenty of 
time in which to make their judgments. 
The reliability of this criterion should 
be determined by asking each judge to 
rate the men again at a later date. 

Executives who are skeptical about 
psychological tests sometimes insist on 
the use of their personal estimate of 
their subordinates as a measure of suc- 
cess. In this case one compensation 
attaches to the use of ratings as criteria, 
namely, that if a correlation is estab- 
lished between criterion and tests, the 
proof of the value of the tests is 
brought home in a very personal way to 
the executive who makes the rating. 


General Considerations 


If the investigator believes that any 
one of the available criteria taken alone 
is inadequate to express the employee’s 
vocational accomplishment, there is no 
reason why several of them should not 
be combined or averaged. The series 
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of measures will have to be adjusted 
before averaging, in order to avoid giv- 
ing undue weight to any one of the 
criteria. The investigator may weight 
each of the contributing criteria in 
accordance with its importance as he 
judges it. 

A test may predict one sort of voca- 
tional accomplishment and not another. 
Hence, when more than one criterion 
is available, the better procedure is to 
correlate the tests with each of the 
several criteria independently. If the 
criteria are themselves not closely 
related, the probability of finding a high 
correlation between a test and a cri- 
terion is increased. If several criteria 
are used independently, it will be 
necessary to make for each of them a 
list of essential abilities before con- 
structing tests. 

The care demanded in the choice of 
a criterion of success is well demon- 
strated in Snow’s study of tests for the 
selection of taxicab chauffeurs. His 
problem was to cut down the number 
of accidents by devising tests that would 
predict relative freedom from accidents. 
So he turned to the accident record for 
his criterion. He found that accidents 
could be classified according to eight 
types. Since his purpose was to reduce 
accidents by better selection, he had to 
use as many criteria as there are types 
of avoidable accidents. He constructed 
tests independently for the ability to 
avoid each type of accident. It is ap- 
parent that one test or a battery of tests 
cannot be expected to predict accidents 
of all types. One test may predict 
accidents due to emotional instability, 
and another, accidents due to some 
physiological defect. Snow’s success in 
applying the psychology of vocational 





“Snow, A. J., “Tests for Chauffeurs,” Industrial 
Psychology, 1926, Vol. 1, pp. 30-45. 
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selection to the problem of choosing cab 
operators rests not wholly on his inge- 
nuity in devising and adapting tests. His 
critical scrutiny of his criteria and his 
strict adherence to them in planning his 
research and in evaluating its results 
were likewise important. 

A criterion may be expressed in terms 
of a rough twofold or threefold classi- 
fication of the workers, or in terms of 
such fine units of measurement that each 
man is distinguished from the others in 
accomplishment. If the criterion, for 
example, is the amount sold in the 
course of a year, the men may be sepa- 
rated into two groups: those who sold a 
given amount or more, and those who 
sold less than that amount. Or the 
men may be ranked in order of their 
sales, in which case there may be as 
many groups as there are men. 

Use of fine distinctions in vocational 
accomplishment is not recommended 
unless the criterion is very reliable. It 
is quite as important to determine the 
reliability of a criterion as the reliability 
of a test. 

Once the criterion has been selected, 
care should be taken throughout the 
study to keep it free from the influence 
of extraneous factors. Some of the dis- 
turbing variables to be guarded 
against have already been mentioned. 
If ratings are used as criteria, they 
should be made without a knowledge of 
the tests to be used, otherwise the rater 
is apt to have in mind success in these 
tests rather than vocational success 
when he judges the workers. The cri- 
terion must be strictly adhered to in 
selecting the subjects for measurements 
and in determining the abilities neces- 
sary for success in the vocation. 

The foregoing criteria are standards 
or measures of the vocational success of 
the individual worker. In some indus- 
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trial laboratories in Germany criteria 
such as these are applied, not to the 
workers separately, but to a whole 
department. Tests are constructed to 
measure the abilities which the investi- 
gator deems important, and without 
waiting for validation, applicants who 
score high in these tests are hired. 
When the men selected by this method 
form a considerable part of the work- 
ing force of the department, the inves- 
tigator determines how much the efh- 
ciency of the department as a whole has 
improved. This is measured by changes 
in the number of men required to do 
the work, changes in the output of the 
department, reduction in breakage, 
reduction in cost of training and turn- 
over, and so forth. 

This method has little to recommend 
it scientifically. It makes unwarranted 
assumptions regarding the ability of 
psychologists to devise tests for definite 
abilities. It does not enable the inves- 
tigator to separate the wheat from the 
chaff in his series of tests. It leaves 
room for grave doubts whether the 
tests are responsible for any improve- 
ment that is observed. Correct scien- 
tific procedure requires that each test be 
validated separately on _ individual 
workmen of known vocational efficiency. 
Group criteria become secondary and 


may be used later to demonstrate the 
economic savings effected by use of the 
tests. 

The choice of a criterion of occupa- 
tional success will vary with the use to 
which it is to be put, as well as with the 
extent and dependability of available 
records. Measures of output are by 
all odds the best criterion, if the work. 
er’s output is conditioned mainly by his 
own ability and persistence, and not by 
factors outside of his control. Time 
required to learn the job is a good cri- 
terion where training is expensive. 
Length of service, as expressed in terms 
of ability and willingness to hold down 
the job for at least six months (or some 
other suitable period), is a clear-cut 
criterion of success which has proved 
extremely useful in selection studies. In 
jobs where high proficiency is essential, 
the worker’s measured performance in 
a well-standardized trade test or search- 
ing proficiency examination is the best 
gauge of his actual ability. Ratings or 
supervisor’s estimates of relative suc- 
cess are, on the other hand, the least 
dependable of criteria, to which 
recourse will be had reluctantly, and 
only when the management cannot pro- 
vide a more reliable and objective 
measure of occupational accomplish- 
ment, or of relative value to the firm. 
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WAGE SYSTEMS—AN APPRAISAL 


By T. H. SANDERS 


HE number and variety of wage 
T systems which have been used dur- 

ing recent years invite attention 
from time to time, the more so as cer- 
tain of the newer systems, partly by 
reason of their novelty, and partly be- 
cause of the energy of their proponents, 
sometimes receive a disproportionate 
share of public notice. It is desirable 
to review the situation periodically, to 
examine the experience of those who 
have tried various experiments, and to 
arrive at such conclusions as the evi- 
dence will warrant. 


Extent of the Use of Bonus Systems 


The advocates of the newer incen- 
tive methods of wage payments have 
made continuous and violent onslaughts 
upon the older and more simple meth- 
ods—day-work and piece-wages. One 
gets the impression that the two latter 
ought forthwith to be abandoned, and 
that they are in fact in process of rapid 
extinction. While, however, no com- 
plete information is available as to the 
actual extent of the use of premium and 
bonus systems, yet such investigations 
as have been made agree with common 
observation in the conclusion that the 
number of workers still being paid by 
day-wages and piece-wages is still over- 
whelmingly greater than the total 
number being paid on all the premium 
and bonus systems put together. A 
Department of Labor investigation, for 
example, made between 1919 and 1923, 
shows that 52 out of 351 observed 
foundries and 81 out of 429 machine- 
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shops used premium or bonus systems; 
in this case profit-sharing systems were 
included in the incentive plans. During 
the period of the investigation, more- 
over, bonus systems were discontinued 
in 13 foundries and 16 machine-shops, 
leaving only 39 foundries and 65 ma- 
chine-shops, out of the total number 
observed, using any kind of bonus sys- 
tem at the termination of the investiga- 
tion. In other words, an extensive 
survey of these two important industries 
showed that exactly 1 in 9 of the 
foundries, and a little more than 1 in 
7 of the machine-shops, were using 
premium or bonus systems of any sort 
at the end of the investigation period.’ 

The city of Rochester, New York, is 
often regarded as a stronghold of the 
incentive methods, yet an _ inquiry’ 
showed that 7 (of which 4 used the 
Bedeaux system) out of 46 were using 
any sort of premium or bonus plan; the 
other 39 were all using time- or piece- 
wages. 

It would be interesting to have more 
information, especially to learn the 
actual number of men working under 
the different systems. It is common 
knowledge that some of the very large 
and complex industrial organizations 
use day-work, piece-work, and bonus 
methods of payment in different depart- 
ments, evidently finding each to be 
useful under certain conditions. 





* Bulletin No. 362 of the United States Bureau 
of Labor Statistics, Wages and Hours of Labor in 
Foundries and Machine-Shops, 1923. 

* Publication of the National Association of Cost 
Accountants, May 15, 1926. 
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The net result is, however, that day- 
work and piece-work cannot yet be 
bowed out of existence, and it is one 
purpose of this article to restore the 
discussion of the subject to proportions 
which correspond more nearly to the 
facts and conditions of the present. The 
extravagant claims made for the incen- 
tive wage systems by their advocates 
are, to any one who reads them criti- 
cally, largely self-contradictory and 
mutually destructive. In any summa- 
tion of the advantages and disadvan- 
tages of the various systems it will be 
found that the points claimed for each 
are largely identical with those claimed 
for the others.* This condition largely 
arises from the fact that each group, in 
stating the advantages of its favorite 
method, presupposes an ideal manage- 
ment to be administering it, and a 
hopelessly incompetent one to be admin- 
istering its rivals; the results are, of 
course, very satisfactory to themselves. 
A more impartial survey of the various 
wage systems appeared in three issues 
of the HarvArRD Business REVIEW 
during 1924. The paragraph entitled 
“Conclusi_a,” on page 479 of the July 
article, is an especially valuable sum- 
mary of the things which affect the suc- 
cessful working of all systems. Never- 
theless, it is felt desirable to carry the 
discussion entirely away from the point 
where it is considered possible to com- 
pute an ideal formula which will always 
be satisfactory, and to restate those 
large business and economic factors 
upon which, in a varying but substantial 
way, every wage system is founded. 


"See, for example, Bloomfield, Financial Incen- 
tives for Employees and Executives, two volumes, 
New York, 1923, The H. W. Wilson Company. 


* Harvarp Business Review, April, 1924, pp. 355- 


361; July, 1924, pp. 474-480; October, 1924, pp. 99- 
103. 


Importance of Money-Wages 


Some writers seck to evade or to 
minimize the difficulty by arguing that 
it is a mistake, in the first place, to 
concentrate attention upon money. 
wages, and that the worker should be 
sufficiently interested in his work to be 
susceptible to appeal by other than 
financial motives. No one denies that 
other motives should and do exist, and 
that they have an influence, sometimes 
a considerable influence, upon the 
money-wage. The effect on wages of 
those circumstances which Adam Smith 
made classic are not to be disputed. The 
money-wage, nevertheless, continues to 
be the principal consideration for which 
the worker works; many of the other 
motives, even while they vary the wage 
factor, must rely on it largely for their 
own fulfilment. The professional or 
scientific man who follows a certain 
vocation for less possibly than he could 
earn elsewhere, because of the freedom 
of action which it gives him, and be- 
cause of his pleasure in artistic and 
intellectual pursuits, must, to be reason- 
ably satisfied, receive an income which 
will enable him at least to gratify his 
tastes in those directions. Any consid- 
erable attempts to persuade employees 
to content themselves with other consid- 
erations, especially when accompanied 
by proposals for reduced financial 
remuneration, will be regarded by them 
as an offer of stones instead of bread. 
With due recognition of, and deference 
to, all other modifying influences, the 
money-wage will, for the most part, 
continue to be by far the most impor- 
tant single factor between employer 
and employee, and the rightful deter- 
mination of it will always be the most 
potent influence for happy and effective 
relations. 
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The Importance of Good Management 


It has already been implied that good 
general management is essential to the 
success of any wage system, and the lack 
of it will render any wage system 
inefectual either as an incentive or as 
a basis for mutual good-will. A scru- 
tiny of a very considerable amount of 
literature describing the achievements 
of incentive systems in many plants 
forces one to the conclusion that the 
wage system itself had comparatively 
little to do with the success achieved; 
the same management, acting in the 
same spirit, could have used other wage 
systems with practically the same 
results. This impression is supported 
by the following passage concerning a 
specific industry: ‘Under uniform de- 
grees of management efficiency the 
actual differences due to variation in 
wage systems are relatively small; any 
large variation in the efficiencies of 
operation under them must be due to 
variations in the efficiency of the meth- 
ods and the management under which 
they are administered.’”* 

Typical advantages claimed for sys- 
tems like the Taylor Differential Piece 
Rate or the Gantt Task and Bonus Plan 
are that they are based upon careful 
time and motion studies, with the man- 


| agement giving the most careful and 


effective support to the operatives; and 
in the same breath it is alleged that 
straight piece-rates are defective for 
lack of these things. But the very 
statement of the case carries its own 
refutation; the difference is not in the 
wage formula, but in the management 
and administration which accompany it; 
the same management could obtain 





"Railway Mechanical Engineer, June, 1919, p. 
297. 


almost identical results in efficiency and 
in labor relations with either of the 
systems named. 

Another type of case reporting suc- 
cessful experience with bonus systems is 
that in which a firm has progressed so 
rapidly as to outgrow its older admin- 
istrative machinery. Complete over- 
hauling of the organization is neces. 
sary; careful studies of all manufactur- 
ing processes are made; a planning and 
routing procedure is introduced; labor- 
saving devices and short cuts are freely 
adopted. In order to enlist the sym- 
pathy and support of the operatives in 
all these changes, a bonus system is 
introduced. Considerable economies 
are effected, and large increases in out- 
put result. The entire performance is 
claimed as a victory for the bonus sys- 
tem of paying wages. It would be 
unfair to deny that the wage system 
contributed to the successful issue, but 
plainly the results came chiefly from the 
thorough reorganization of the manu- 
facturing processes, and of their 
administration. One element in the 
success was that the management acted 
with prudence in considering the atti- 
tude of the labor force toward the 
innovations, but so much the more does 
that fact show the achievement to be 
a product of intelligent management 
rather than of a particular wage system. 

The first essential in such manage- 
ment, in so far as it concerns labor, is 
sincerity; no formula will be of any 
value if the employees believe that it is 
an invention to deceive them. If, on 
the contrary, the workers are convinced 
of the management’s intention to give 
them a square deal, the discrepancies 
and inconsistencies which necessarily 
arise under any system can be adjusted 
with a minimum of friction. 
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Economics for Employees 


The employees, on the other hand, 
must be equally desirous for a just, and 
no more than just arrangement, and in 
spite of some suspicion on the part of 
labor that the science of economics con- 
sists mainly of specious sophistries 
devised to support a capitalistic régime 
—in fact because of that suspicion— 
teachers and writers everywhere must 
continue their endeavors, to the end 
that certain truths which are self- 
evident to the mind trained in economics 
shall be equally plain to all men. 

Whatever be the legal or social status 
of labor, it is a commodity to the extent 
that its value is broadly subject to the 
action of supply and demand. The 
demand for labor arises, on the one 
hand, from a demand for the products 
of labor, and, on the other, from the 
presence of an abundance of capital and 
entrepreneur abilities seeking employ- 
ment, a quest which can be fulfilled only 
by the concurrent employment of labor. 
If, therefore, labor would enhance its 
own value by stimulating demand for 
itself, it must adopt a policy which will 
encourage the accumulation of capital 
and of managerial skill. 

The next step is that the product of 
industry must be divided among those 
who have contributed to bring it into 
existence. Rents must be paid to those 
who furnish the natural resources; in- 
terest must be paid upon capital 
employed in the industry; and profits 
must be sufficient to induce an adequate 
supply of brains to undertake the man- 
agement of the industry. It is possible 
for labor to increase its own remunera- 
tion at the expense of these other 
factors in industry, but such a policy can 
only go a certain distance without 
recoiling upon those who pursue it. 





Those productive agencies which fee] 
themselves to be insufficiently remuner. 
ated by reason of the greater share thus 
paid to labor will either betake them. 
selves to other industries, or else will 
seek labor-saving methods for carrying 
on the same industry; in either case the 
immediate effect upon the wages of 
labor will be the same. The demand 
for it will diminish, and its attempts to 
enforce higher wages while maintaining 
the same conditions of production will 
fail. 

The one thing needful, therefore, is 
to have labor understand that the first 
condition of enhanced wages is and 
must be an enhanced production, which 
can be sold by the proprietors to the 
rest of the community for a sufficient 
return to permit of a larger distribu- 
tion, not only to employees, but to all 
the factors which have contributed to 
the product. One common concept 
which does great mischief is the idea 
that the fund of national wealth is an 
inexhaustible reservoir capable of self- 
maintenance and _self-replenishment. 
The plain fact is, of course, that the 
community can take out of that fund 
only what the community puts into it 
by productive effort, and that all 
classes—employers, capitalists, and 
laborers alike—stand to gain far more 
in the long run by increasing the vol- 
ume of production than they can gain 
by each maneuvering to increase his 
relative share of a fixed product. 

Another factor in the demand for 
labor is the competition among employ- 
ers of different ability for the employ- 
ment of labor. There is a constant 
movement of employees out of the 
employment of incompetent employers, 
and into the employment of men whose 
genius for organization in production 
or marketing enables them to use labor 
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more effectively, and therefore to remu- 
nerate it more highly. This is entirely 
in accordance with the statement that 
increased wages must come principally 
from increased production; in fact, this 
is the principal mechanism by which 
increased production is accomplished. 


Wages and Production 


This reasoning, familiar to the econ- 
omist, appears to many to rest only 
upon the most vague and indefinite 
facts; the most vivid illustrations of 
them can, however, be seen by compar- 
ing wages and production in different 
circumstances and in different countries. 
Three countries, for example, like the 
United States, Great Britain, and 
Japan, show sufficiently marked differ- 
ences to give certain broad impressions. 
Figures relating to agriculture, fishing, 
mining, and manufacturing, show real 
wages in Great Britain from three to 
five times the corresponding wages in 
Japan, while wages in the United States 
are from 50% to 100% higher than 
those in the United Kingdom. Many 
factors contribute to this result, but the 
net effect of them all is that the quan- 
tity and value of the total products per 
person engaged in these various indus- 
tries follow very similar ratios. 

In the circumstances described, com- 
petition may be relied upon to indicate 
approximately the net rates to which 
any particular class of employees is en- 
titled. Special conditions, such as the 
presence of strong combinations of 
employers or of employees, may tem- 
porarily affect the bargaining about 
wages, but in the long run economic 
forces will assert themselves, and the 
workers will be rewarded in proportion 
to their productivity and to the demand 
for their products. The efforts of em- 
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ployers and employees alike should be 
devoted to improving these two things. 
Provided mutual confidence is main- 
tained, the form and character of a 
particular wage rate is but one expres- 
sion of a fact which is determined by 
major economic forces; probably sev- 
eral other equally satisfactory formulas 
could be found. 


General Siudy of Wage Systems 


While the purpose of this paper has 
hitherto been to emphasize the fact that 
any particular wage system must be a 
relatively small factor in the success or 
failure of a manufacturing enterprise, 
and that the general character of the 
management and the spirit in which the 
wage system is operated are the real 
matters which determine results, yet it 
is not intended to deny that one wage 
system will fit certain conditions better 
than some other wage systems, and that 
there are differences in the facility with 
which they may be handled clerically. 
But generally speaking, the difference 
between day-work and piece-work will 
cover the great majority of the differ- 
ences in conditions; the difference 
between piece-work and the various 
other incentive systems is very much 
less. Before examining these individual 
systems in detail, however, it will be 
well to consider briefly the elements 
which enter into any labor rate. 

Factors in determining a labor rate. 
Any labor rate must take account of 
the following elements; one system will 
emphasize one element and another 
system another element, but it is neces- 
sary to consider: 

1. The worker’s product, its quantity 
and value; 

2. The time given by the employee; 

3. The nature of the operation or 
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process, the amount of skill or dif- 
ficulty involved in it; 

4. Personal qualities of the worker, 
in so far as they promote or dissi- 
pate the morale of the organization. 

5. The extent to which the manage- 
ment supports the workers in plan- 
ning the work, providing tools and 
generally facilitating operations. 


Cost-accounting considerations. One 
other group of considerations must be 
borne in mind in discussing wage sys- 
tems, namely, the cost-accounting pro- 
cedure and the results desired from it; 
its reports will in fact ultimately dem- 
onstrate the success or failure of the 
wage system. From this point of view 
it is necessary to consider the process 
by which the pay-roll will be accumu- 
lated, in order that the total amount 
due to each man may be known in time 
to pay him; no complications should be 
introduced in this procedure unless dis- 
tinct compensating advantages are 
present. The cost per piece or per 
operation is also essential, since the cost 
of the various operations, observed over 
a period, will be the decisive factor in 
many questions relating to alternative 
wage systems; the cost per piece must 
be satisfactory or its production cannot 
be continued. 

The nature of overhead must be in- 
cluded in the consideration of the cost 
per piece; because of its large amount, 
and its tendency to remain fixed while 
output varies, one of the main objec- 
tives of any management must be to 
increase output up to capacity, and any 
wage system must conduce to that end. 
Some of the wage systems accordingly 
provide for paying the men on a basis 
which results in an increasing labor cost 
per piece as output increases, on the 
ground that such increase in the labor 
cost will be more than offset by econo- 
mies in overhead. Although such 


language is often used with regard to 
bonus systems in general, however, jn 
the majority of cases the wages paid per 
piece decrease as output is increased, 
so that there is economy both in labor 
cost and in overhead cost. 

With these considerations in mind, a 
brief study may be made of some of 
the principal wage systems with a view 
to seeing how they fulfil the require. 
ments, and the circumstances under 
which they may be applicable. 


Study of Specific Systems 


Day-work. Under the title “day. 
work” may be included all wages paid 
on a purely time basis. It is the oldest 
and simplest of all wage systems, and 
is still very widely used. Its obvious 
objection is that, assuming that the em- 
ployee is guaranteed a living wage, 
there is no guaranty to the employer 
that he will get a product on which he 
can live. This difficulty is often met in 
practice by using the sort of time and 
motion studies that form the basis of 
all other wage systems, and by making 
computations as to the product per man 
which may be expected during a given 
period; upon the express or implied 
assumption of this rate of production 
the time-wage is set. Under these con- 
ditions time-wages are found satisfac- 
tory in very many industries; they are 
particularly advantageous, almost nec- 
essary, in fact, in industries where the 
work cannot be standardized, and 
where quality and careful individual 
attention to details are essential. 

Piece-rates. This system takes the 
opposite point of view from the day- 
rate, and offers the employee a rate per 
piece which the employer considers will 
be fair and satisfactory to himself and 
to the employee. It affords the em- 
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ployee an opportunity to increase his 
income in direct proportion to his own 
eflort and achievements; it is the orig- 
inal, and still the most widely used, of 
all incentive plans. It is simple for the 
cost department to operate and for the 
employee to understand; in the major- 
ity of cases it will accomplish what any 
of the more complex systems will 
accomplish, and with a great deal less 
bother. For these reasons, probably, 
the incentive-system enthusiasts have 
attacked the piece-rate system much 
more violently than the day-rate sys- 
tem; they recognize the piece-rate as 
their principal competitor. 

Objections to piece-rates considered. 
There is some difficulty, in appraising 
the piece-rate method of wage pay- 
ments, in distinguishing between prac- 
tical difficulties which have _ been 
encountered in actual experience, 
and purely argumentative difficulties 
brought against it by the champions of 
other methods. On the one hand we 
are assured that piece-rates are the 
method most favored by employees and 
their unions,® and on the other hand 
that workers hate piece-rates and gen- 
erally oppose them.’ Between these 
conflicting statements it is necessary to 
strike a happy medium, and again one 
must fall back on the fact that far more 
workers are probably paid on piece- 
rates than on all the bonus systems. 

The first objection commonly leveled 
against piece-rates is that they are 
sometimes cut, and that this makes the 
employees angry. But the cutting of 
rates is not a necessary feature of piece- 
work, nor is it limited to piece-work. 
Piece-rates have been cut under a 
variety of circumstances, sometimes 





* Factory, the Magazine of Management, August 
15, 1920, p. $35. 
" Industrial Management, June, 1919, p. 471. 





because they have been set too high, 
sometimes because the methods of 
manufacture have changed, and some- 
times because a declining market for 
the product has not permitted their 
maintenance. It is assumed by the 
friends of the incentive plans that piece- 
rates are bound to be carelessly fixed, 
and therefore must be cut, but that 
rates under bonus systems are bound 
to be carefully determined, and there- 
fore must be more permanent. Care 
in determining the rate is clearly neces- 
sary under any system, and lack of care 
will of course produce trouble under 
any system. The cutting of rates be- 
cause of changes in manufacturing 
method will not be more probable with 
piece-rates than with any other method; 
there is an abundance of testimony to 
the effect that workers are open to 
reason on this point and are willing to 
accept a demonstration when changes in 
manufacturing methods really do 
change the base upon which the rates 
were set. 

It is further argued that piece-rates 
give insufficient consideration to age and 
experience, and to those slow but solid 
qualities which make for stability and 
high morale in the organization. Some 
of the incentive plans give no more 
consideration to these qualities, and 
those which do consider them usually 
reward them either with a minimum 
wage or with a guaranteed rate. The 
same device can be and is frequently 
made a feature of a piece-rate plan. 

Another objection is that a piece-rate 
is inimical to quality production; it is 
true that piece-wages meet with some 
difficulties where quality production is 
essential and difficult of attainment, but 
this obstacle has also been met, by mak- 
ing the piece-rates in some measure 
dependent upon the amount of spoil- 
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age.” In case of an assembly, or other amount. The cost per piece to the 
product requiring the joint efforts of employer decreases as the time for com. lc 
several workers, the introduction of pleting the lot is reduced. The method . 
gang piece-rates has in many instances presupposes a reasonable accuracy in : 
been effective in securing high quality. setting the rates, and therefore gives 
A final objection to piece-rates is that, generous bonuses for doing somewhat . 
having introduced them, the manage- better than standard; the cutting down J ~ 
ment tends to rest on its oars and leave of the bonus when the workman does je 
it to the workman to make improve- very much better than standard is con. . 
ments and to increase his own output. sidered justifiable on the ground that | 
Such an attitude must, of course, bring a mistake must have been made in set. . 
unsatisfactory results, but again this ting the rates. The advantage claimed ; 
consideration is not limited to piece- for the system is that it minimizes the , 
rates; it applies equally to any wage necessity for changing the rates in such 
system, and especially to incentives. circumstances. ‘ 
The one real and solid difficulty with The method of making a charge to & 
piece-rates has arisen where it has been the product for the labor cost must , 
impossible to standardize the work upon depend upon the actual experience of iv 
a repetitive basis. Where this condi- the individual firm. If it transpired that & 
tion obtains there must always be a as many men made the bonus as did not 
strong tendency to resort to day-work. make it, and that on the average the . 
Apart from this sort of situation, how- men made standard time, then a uni- & 
ever, the piece-rate system is easily form rate per piece would be charged 
operated by the employer, is easily to production, thus substantially ab § 
understood by the employee, determines sorbing the entire pay-roll; any differ- 
the labor cost per operation without ences in the pay-roll account would & , 
further calculation, and provides in indicate the amount by which this & 
itself a direct incentive to added out- standard charge had failed to absorb or & , 
put. These advantages have made had overabsorbed the actual disburse B , 
piece-rates a favorite method with large ments. c 
numbers of employers, and their use is The Halsey Bonus Plan. Under the ' 
likely to continue. Halsey plan a straight bonus of, say, B . 
The Rowan Premium System. The 50% is given on all time saved ascom- § , 
Rowan plan fixes an hourly rate and pared with standard. This results in & , 
gives a bonus on time saved as com- a constantly increasing rate per hour § , 
pared with standard time for the work. for the workman, and a constantly B . 
The method of computing the bonus decreasing cost per piece to the em- & | 
ensures that the total wages paid can ployer, in proportion as the workman & 
never exceed twice the standard wage increases his speed. f 
for the time, and although the hourly The charge to the product for cost- 
rate received by the employee increases accounting purposes would again prob- ‘ 
with increased output up to this point, ably be made at the standard rates, B 
it increases by a constantly diminishing provided they represented the average & 
ane _ performance actually realized. I 
Franklin, B. A., Experiences in Efficiency, Engi- The Taylor Differential Piece-Rate. 


neering Magazine Company, New York, 1915, pp. 
32-41. 





The Taylor plan uses two piece-rates, 2 
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lower rate for slow producers, and a 
higher rate for fast workers. It is 
based upon the Taylor philosophy that 
the management will approximate per- 
fection in the planning and routing of 
work, and in the time studies upon 
which the rates are based. It accord- 
ingly shows a sharp dividing line 
between good men and the less efficient, 
a fact which makes for dissatisfaction 
among the workers. A distinguishing 
feature of this method, as compared 
with those previously mentioned, is that 
not only does the hourly wage received 
by the worker increase as his produc- 
tion increases, the labor cost per piece 
to the employer also increases after the 
employee arrives at the standard. This, 
therefore, is one case in which the bonus 
plan does, in fact, rely upon a saving 
in overhead to compensate for an 
increased labor cost. 

It must be the purpose of the manage- 
ment, animated by Taylor philosophy, 
to bring all employees up to the higher 
level of earnings; the lower rate is 
designed as a penalty for those who fail 
to reach the standard. This being so, 
the natural treatment of labor in the 
cost records is to charge the product 
with labor at the higher rates; the 
credit balance on the pay-roll account 
will then represent the amount which 
the subnormal men failed to earn by 
not reaching standard output. This 
credit represents a gain on labor costs, 
but it is presumed to be offset by the 
greater overhead cost which accom- 
panies sub-standard production. 

The Bedeaux System. The Bedeaux 
system approximates to a piece-rate; as 
originally designed, it varies from a 
piece-rate only by giving 25% of the 
remuneration for production over stand- 
ard to the supervisor class, instead of 
to the workman himself. Even this 


feature has in some cases been aban- 
doned, and seems likely to be abandoned 
in still other plants; the resentment of 
employees at receiving only 75% of the 
standard rate, for production above 
standard, has resulted in their obtaining 
the entire 100%. When this point is 
reached, the system is in effect a piece- 
rate, both as regards the labor cost per 
piece to the employer, and as regards 
the employee’s earnings per piece. It 
may, therefore, be said to embody most 
of the advantages of a piece-rate, and 
its structure gives considerable assur- 
ance that care will be exercised in 
determining the rates. 

In addition, however, the Bedeaux 
system has in practice shown other 
advantages which have commended it 
to a number of business executives. The 
use of one minute’s work as the B— 
the unit on which the rate is based— 
makes it possible to reduce many dif- 
ferent classes of work to the same 
common denominator; methods have 
even been worked out by which over- 
head expenses may be similarly ex- 
pressed. The same figures may, with 
easy transitions, be used to denote 
money values or quantities of work; the 
writer has heard the president of a fair- 
sized corporation speak of the amount 
of work ahead in his various depart- 
ments as so many B’s. It is this elas- 
ticity of the Bedeaux system, its 
serviceability for general management 
purposes, as well as for technical cost- 
accounting purposes, rather than its 
effectiveness as an incentive wage sys- 
tem, which has brought it strongly into 
favor in some fields. 

It is not necessary here to discuss 
every incentive system; the chief fea- 
tures of representative methods have 
been shown in their main bearings, and 
other systems offer no new principle. 
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Conclusions 


A study of many cases points to the 
conclusion that, speaking generally, the 
burden of proof still rests upon the 
incentive-wage methods to show their 
superior efficacy as compared with the 
simpler time- and piece-wages. They 
have so often been associated with com- 
plete and careful revisions of manufac- 
turing control and processes that there 
is plausibility in the impression that 
they are the significant factor in the 
resulting successes. Such a conclusion, 
however, overlooks the essential nature 
of business management; it errs in 
mistaking one of the devices of man- 
agement for management itself, and is 
likely to divert attention from the real 


elements of successful administration. 
There is no intention here to be unduly 
critical of the various systems in them. 
selves; it is admitted that most of them 
have served well in given cases, but 
these successes have been not so much 
based upon their innate virtues as de. 
rived from their use in the hands of 
intelligent executives who, with equal 
intelligence and equal care, would have 
been just as successful with other tools. 

The Bedeaux system appears to be 
an exception to this rule, but its more 
recent successes have been due to its 
embodying the principal advantages of 
a piece-rate, and further advantages for 
certain administrative purposes. But 
the great majority of men are still paid 
on time- or piece-wages. 
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the executives is absolutely essen- 

tial if the full measure of success 
is to be attained by a modern industrial 
organization. Smooth and steady op- 
eration, an important contribution to 
success, can be obtained only where 
organization lines are closely and defi- 
nitely drawn so that no overlapping of 
authority or functions of various de- 
partment heads exists, and where each 
department or unit is under the control 
of men who are in constant possession 
of all information necessary to measure 
results obtained, and from which poli- 
cies of procedure for the future may 
be determined. 

To provide other executives with 
such information quickly, clearly, and 
concisely is the major part of the comp- 
troller’s contribution to the scheme of 
complete cooperation. It is probably 
true that in many large enterprises 
there are no clearly defined lines of duty 
for a comptroller because his duties and 
authority are limited, or are affected 
either by the regard with which his 
department is viewed by the other 
executive officers, or by the influence 
exerted by him over other departments 
of the organization; but unquestionably 
the comptroller must have full authority 
within certain limits which should be 
definitely established, in order that he 
may not be handicapped by conflicting 
authority. 

The number of large enterprises that 
have grown by means of what might be 
called “internal development” is lim- 
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ited. Instead, they are generally the 
result of a series of mergers, and the 
extent of the comptroller’s influence is 
dependent on the degree of unity at- 
tained by the various constituent parts 
of the organization. It may represent 
an actual control, under a system of 
centralization of authority, with power 
to institute standard methods through- 
out its various units, as in the case of 
associated or subsidiary companies un- 
der direct management from a central 
authority; or mere supervision, with the 
power of the comptroller limited to 
recommendations or suggestions only, 
as in the case of a more or less loosely 
knit merger of several concerns, each 
of which retains independent manage- 
ment under the direct control of its own 
administrative officers. 

In the former case, which exemplifies 
active control and with which this 
article deals, the comptroller has a 
large field of activity, and the oppor- 
tunity exists for economy and efficiency 
to be developed to a high degree. 
Unfortunately, perhaps, the word 
“efficiency” has been very much mis- 
interpreted during the last few years, 
and in the minds of many, has imme- 
diately conjured up visions of a 
complicated accounting structure with 
a multiplicity of forms of all kinds, 
colors and sizes—to the use of which 
they are afraid they never will become 
accustomed, and the meaning of which 
they are afraid they will never under- 
stand. Such fears are usually the out- 
come of an experience with “systems” 
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of the patent-medicine type, which are 
guaranteed to produce the desired re- 
sults in any line of industry, and which 
are generally installed by individuals 
with a large stock of theory, but lacking 
practical knowledge of the ills they are 
called on to cure. Such systems are 
foreordained failures, and the word 
“efficiency” has suffered from being 
associated with them. Efficiency is the 
attainment of the maximum accom- 
plishment with the least possible effort, 
and economy is the natural result. 

To a very large degree economy and 
efficiency are effected by means of stand- 
ardization of methods and centraliza- 
tion of authority. To accomplish these 
ends, it is necessary for the comptroller 
to direct the activities of all depart- 
ments in so far as they concern the 
maintenance of adequate records; for 
the benefit to a company of a standard- 
ized system of accounts does not lie 
merely in the fact that any particular 
system has been adopted, but rather in 
the information made available thereby, 
and the manner in which such informa- 
tion is presented. To achieve this 
result all records maintained in all 
departments, both producing and non- 
producing, must be so planned that they 
will progress by gradual steps up to and 
through the various divisions of the 
comptroller’s department—even though 
they are widely scattered—to the 
central organization for a final group- 
ing which will reflect in condensed form 
the results of all operations. To de- 
velop such a plan, both rapidly and 
economically, a practical knowledge of 
the physical operations is an absolute 
necessity; for however capable one may 
be, and however great one’s knowledge 
of the theory of accounts, without such 
practical knowledge, the problem, to 
say the least, would be difficult of solu- 
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tion, It is because this has been 
attempted by very capable theorists, 
lacking practical knowledge of the in. 
dustry and appreciation of the “humag 
element,” that the mention of the word 
“efficiency” has been sufficient to bar 
the door leading to many executive 
offices. 

Since the prime function of modern 
industry is to produce, it is essential 
that accounting policies aid, and not 
hinder, production. It is equally 
essential that, with the possession of 
adequate accounting control, production 
should be guided and fostered, based on 
the results reflected in the reports of 
the comptroller, and the facts shown 
on these statements should be carefully 
studied and immediately utilized. 


I 


The progress of an operation should 
be reflected through a report. The 
value of such a report, whether it be 
daily or for a longer period, depends 
upon the time taken after the close of 
the period (daily, weekly, or monthly) 
to compile it—the less the time, the 
greater the value. It is essential for 
the comptroller’s plans to be so formu- 
lated as to lose as little time as possible 
between the completion of the opera- 
tion and the report of what has been 
accomplished; the main facts at least 
must be available to the operating and 
administrative departments almost im- 
mediately, in order to effect improve- 
ments promptly. In an establishment 
of any magnitude, whether conducting 
operations centrally or in various loca- 
tions, it is necessary that the accounting 
functions be completely standardized; 
for, unless such standardization exists, 
summarized and consolidated reports 
reflecting the operating results of the 
various un#s would not be available in 
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time for the information to be of real 
value. To accomplish this, all clerical 
functions must, of mecessity, be under 
the direction of the comptroller. 

L. F. Loree, president and chairman 
of the board of the Delaware and 
Hudson Railroad Company, in an ad- 
dress before the Railway Accounting 
Oficers’ Association, emphasized the 
fact that the value of a report increases 
as the time taken to prepare it de- 
creases, in the following manner: “The 
lawyers have a saying, ‘time is of the 
essence of the contract.’ Time is of the 
essence of all statistical data. It may 
well be that statistics available on the 
fourth of the month for the previous 
month’s operation will have four times 
the value of the same statistics not 
furnished until the twentieth. Careful 
study should be made of the dates upon 
which statistical data are to become 
available and resolute discipline im- 
posed to produce them on time.” The 
putting into effect of the principles set 
forth in the preceding paragraphs has 
made it possible for the accounting 
department of a corporation conducting 
extensive and varied manufacturing 
units, widely scattered, to place before 
its executives, on the second and third 
days of the month, not only cost state- 
ments of all products during the preced- 
ing month, but also the gross manufac- 
turing income for that month. It is 
passible, of course, to have achieved 
this result by an early closing of 
accounts, that is, by considering all 
operations after a designated date of 
the period as applicable to the succeed- 
ing period. Such a practice should not 
be countenanced, for to operate nomi- 
nally on a calendar month basis, but 
actually on a fiscal month basis is not 
eficiency, but merely camouflage. 


In the particular instance cited all 


records of production, shipments, costs, 
and billings embrace the calendar 
month, and the prompt results are being 
obtained by careful planning of the 
current work during the month and by 
standardization of forms and methods, 
with a consequent reduction of “lost 
motion” to the minimum. Even this 
result, satisfactory as it is, cannot be 
considered true efficiency unless it is 
accomplished. economically. The 
accounting force should not be out of 
proportion numerically to the produc- 
ing force, and should be so trained, and 
the work so planned, that the records 
keep pace with the production and ship- 
ments each day during the month, and 
thus eliminate, as far as possible, a 
“peak load”’ at any time. 


Il 


Increasing attention is being given, 
not only by the companies directly 
interested, but also by departments of 
the government, to the development of 
“uniform cost systems” for companies 
manufacturing or producing similar 
products. Such systems, extending into 
all branches of accounting, have already 
been established by the Interstate Com- 
merce Commission for railroads, and 
this move for other utilities has been 
followed by the regulatory bodies or 
commissions established by state au- 
thority. This action is limited to pub- 
lic service corporations, which operate 
within well-defined franchise limits. 

Setting aside differences of opinion 
regarding the merits of government 
regulation of industry, there is little 
doubt that standardization of account- 
ing has been of immense benefit to both 
the companies and the public, and 
similar benefits should undoubtedly 
follow if like action were adopted more 
generally by all industrial groups. 
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Antiquated accounting methods still 
prevail in many large establishments, 
and the need for improvement is clearly 
indicated by the lamentable efforts 
made to develop cost and profit state- 
ments that reflect the true condition of 
the business. 


Ill 


Until within recent years, and even 
today, departments of an organization 
—particularly the accounting—other 
than producing departments were re- 
garded as a necessary evil, and toler- 
ated only because it was difficult to reap 
the fruits of production in the shape of 
profits without them. The growth of 
modern enterprises, and at the same 
time, the increase in competition, have 
overcome this attitude, and in highly 
developed organizations the pendulum 
has swung the other way. There is a 
big difference between paper profits and 
real profits. Many concerns have suc- 
cumbed through inability to discrimi- 
nate between assumed and _ actual 
profits; but until industries as a whole, 
both large and small, are prepared to 
recognize the fact that an efficient 
accounting department is as essential to 
success as up-to-date machinery in the 
factories is to economical production, 
these failures will continue. It is due 
to the fact that both these factors have 
been recognized, that quantity produc- 
tion and the consequent enormous 
growth of modern “big business’’ in the 
United States have been possible. 

There are, of course, certain duties 
for which the comptroller should be 
directly responsible which come under 
his jurisdiction indirectly; and duties in 
which he may act either in an advisory 
capacity or for which he may assume 
responsibility depending upon the 
power with which he is vested or the 


confidence placed in him by the other 
officers of the organization. 

Ordinarily the comptroller’s func. 
tions are limited, either by practice or 
an unwritten law, to supervision and 
control of the general ledger accounts 
and their important detailed accounts, 
Within recent years there has devel. 
oped a tendency to make the duties of 
the comptroller more comprehensive, 
so as to embrace the supervision and 
control of all records affecting accounts 
throughout the whole gamut of pur. 
chasing, manufacturing, and selling. 
His organization should be so arranged 
that he is at all times not only in con. 
trol of the records reflecting the cost 
of what is produced, but also in pos- 
session of statistics covering the source 
and supply of raw materials and all 
factors which may, in course of time, 
have some influence on the cost of such 
items. It may be that facilities for 
transporting the raw material to the 
point of manufacture are owned or con- 
trolled by his company, in which case 
his control of accounts should be com- 
plete. In such a situation the comp- 
troller covers a wide field and should 
be in position to supply information of 
the greatest possible value to other 
executives. 

Standardization is, after all, the 
result achieved by specialization, and 
in modern business the latter is utilized 
to as great an extent as the former. It 
is, of course, impossible for the chief 
executive of a company to do other than 
guide, in a general way, the activities 
of the organization, though there may 
be some matters over which complete 
control can be exercised. Naturally, 
therefore, each division of the opera- 
tion should be under control of an 
executive who is a specialist in that par- 
ticular branch of the business. Like- 
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wise, in order that accurate and 
intelligible reports covering the phys- 
ical operations may be prepared, it is 
necessary that a similar condition 
prevail in the comptroller’s department 
and that specialists be assigned to 
supervise the standardization of the 
accounting within each division. For 
this reason it is essential that the prin- 
cipal assistants of the comptroller 
should follow lines of duty as clearly 
defined as those of the executives in 
charge of each division of operations. 


IV 


The comptroller’s duties are many 
and varied, and can be performed prop- 
erly only by establishing a firm policy 
and by adhering to a uniform method 
of recording every operation and of 
maintaining every record essential to 
prompt and accurate presentation of 
statements reflecting the results ob- 
tained. In earlier days it was consid- 
ered that an annual report covering the 
condition of the company was all that 
could be expected; in modern times, 
reports of the performance and status 
of each department or division of each 
subsidiary or associated company are 
necessary at least monthly; reports 
covering production, shipments, inven- 
tories, and so forth, must be available 
at all times and statistics must be read- 
ily available on which future produc- 
tion can be based and costs and profits 
estimated so as to determine future 
policies. 

To insure uninterrupted operation of 
the manufacturing facilities it is neces- 
sary for the company to be assured of 
a continued supply of all elements con- 
tributing to operation, such as water, 
power, light, heat, transportation for 
men and materials, and housing and real 


estate development for employees. 
These factors, whether owned outright 
or controlled by the company or 
through its associated companies, or 
contracted for through other agencies, 
should be subject to the same control 
as the direct manufacturing operations; 
and accounts must be standardized and 
available so they may be merged read- 
ily into the consolidated reports. 

Because all such contributing ele- 
ments may be marketable products, 
therefore having a market value, it is 
necessary for the comptroller to decide 
the price policy to reflect these items 
in the cost of finished products. No one 
method may be safely described as a 
standard procedure for such a policy. 
The most direct method is that of sub- 
ordinating all such factors to the main 
commodity produced; or in other 
words, by considering them of value 
only in so far as they contribute to the 
finished product. 

In addition to the control of records, 
presentation and interpretation of sta- 
tistical information, the comptroller 
should have complete control of plant 
and property records, depreciation, 
depletion, and amortization. He also 
should have control of all tax matters, 
both property and corporate, and the 
preparation of all returns; also, phys- 
ical control of raw materials and 
supplies and the taking of all inven- 
tories. 

His relations to other divisions of 
the organization are of prime impor- 
tance. He should maintain a check 
upon the receipt and disbursement of 
cash, and also, because of peculiar fit- 
ness in analytic ability, he should be 
consulted on all proposed investments 
and borrowings. 

The functions of sales and purchas- 
ing departments should be confined re- 
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spectively to selling and purchasing, the 
comptroller being responsible for the 
accounting, beginning with the receipt 
of vendor’s invoice in the case of pur- 
chases, and with the entry of custom- 
er’s order in the case of sales. He 
should be consulted in all matters 
pertaining to selling and purchasing 
that require the determining of a pol- 
icy by the company; and where condi- 
tions of such transactions are of an 
accounting nature, they should be 
defined by the comptroller. 


V 


An effort has been made in this brief 
outline to cover a wide field of activity. 
A few of the problems encountered by 
a comptroller have been presented. An 
idea of the scope of his work has been 
pictured. But after all, the solution of 


any problem, the attainment of any 
ideal, or in fact, success in any line of 
endeavor, is not gained by following a 
certain formula or any particular set of 
rules, but in the main by a careful study 
of what is to be accomplished, a rigid 
adherence to whatever plan is devel. 
oped, and by the intelligent use of 
comparative statistics. A great deal of 
emphasis has been placed on the time 
factor; perhaps not quite enough. We 
have heard many times that “preven- 
tion is better than cure,” but it must be 
remembered that prevention is impos- 
sible unless the trouble or difficulty is 
located and overcome. This is best 
accomplished by accurate reports, avail- 
able without needless delay, and on 
which essential information is shown in 
concise form. This is efficiency plus 
economy, and is attained by organiza- 
tion plus cooperation. 
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FUNCTIONS OF MUNICIPAL GOVERNMENT 
WHICH AFFECT BUSINESS AND INDUSTRY 


By A. H. JOHNSON 


government of Detroit, Michigan, 

increased from 11 simple functions 
at the time of the election of the first 
mayor in 1824 to 185 complex functions 
in 1924. Seventy new city activities 
were undertaken in the last 12 years of 
that period—two-thirds of the number 
assumed in the entire 90 years preced- 
ing. The functions of government have 
increased similarly in all other large 
cities of the United States, and accom- 
panying this increase in functions, 
American cities have experienced an even 
more astounding increase in municipal 
expenditures and bonded indebtedness. 
During the decade from 1900 to 1910 
in Detroit the population, the annual 
tax collections, and the municipal debt 
each doubled. During the decade from 
1910 to 1920 the city population again 
doubled, annual tax collections increased 
fivefold and the municipal debt in- 
creased tenfold. Similar multiplica- 
tions in the per capita cost of govern- 
ment and the public debt can be illus- 
trated by almost any large city in the 
United States. In fact, it almost has 
become axiomatic that, other things be- 
ing equal, municipal expenditures tend 
to increase in amount per capita with 
the growth of a city’s population. City 
government, which formerly consisted 
of a few simple functions which could 
be carried on at small cost, has grown 
complicated, technical, and costly, and 
through its taxing power has been ap- 
propriating an increasing share of the 
purchasing power of private individuals 
and industries. 


Ten functions assumed by the city 





Many of the increased functions of 
city government influence directly the 
business, industrial, and social welfare 
of the city, and most of them are, in 
fact, an unavoidable result of the com- 
mercial growth of cities. The indus- 
trial development of America with a 
population rapidly shifting from the 
rural to the urban areas, with modern 
methods of large-scale production and 
distribution, and with elaborate trans- 
portation facilities has made for con- 
gestion in urban areas—a congestion 
which forces upon city government such 
problems as traffic control, mass trans- 
portation, business and public utility 
regulation, social welfare, and city plan- 
ning. 

Almost every major decision of a 
modern city’s governing body has some 
influence on the commercial welfare of 
the city and may benefit some business 
men while it injures others. Business 
men as a whole, however, have been so 
engrossed in production, distributing, 
and financing as to fail to grasp the sig- 
nificant increases in municipal govern- 
ment functions. An increase in tax rates 
or assessed valuations or the installation 
of some new revenue-producing scheme 
such as an occupational tax or license 
tax occasionally calls forth a storm of 
protest by business men—protest, how- 
ever, which often takes the form of ill- 
informed grumbling against “inefficient 
and dishonest officials” rather than con- 
certed action to discover scientifically 
whether the increased costs of govern- 
ment are justified by the additional 
services rendered. 
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With the exception of the annual tax 
jolt the average business man may fail 
to recognize the increasing influence of 
government functions upon business and 
industry until the vigilance or lack of 
vigilance of the city in regard to some 
particular function directly affects him. 
Retail stores, for example, were not 
concerned seriously over trafic conges- 
tion and vehicle parking until customers 
began to protest that they were unable 
to park their automobiles within con- 
venient walking distance of the stores; 
until deliveries of incoming merchandise 
were delayed because of the inability of 
truckmen to unload near the store 
freight entrance; and until drivers of 
the stores’ delivery cars reported fre- 
quent delay in congested streets. Now 
traffic control which is as purely a city 
function as police protection is an al- 
most daily topic of conversation at 
chambers of commerce. 

Business men have experienced the 
regulatory power inherent in the city’s 
right of taxation when cities have 
adopted license taxes which discrimi- 
nated against certain business endeavors 
which the city officials believed objec- 
tional, and more recently billboard ad- 
vertisers have experienced governmen- 
tal regulation of billboards either 
through taxation or the police power of 
the city. This police power of the city, 
which in its broader aspects was vague 
to most business men, became a matter 
of serious concern to those factory own- 
ers who, through the act of a city coun- 
cil, found themselves in a restricted 
area of a zoned city with restrictions 
which refused factory expansion or even 
reconstruction in case of serious fire. 

The rate of taxation, adequacy of 
transportation facilities, and degree of 
city regulation may be determining fac- 
tors in the effectiveness of competition 
of a manufacturer in one city with a 


manufacturer in another. Frequently 
cities, by engaging in commercial actiy. 
ities, have affected local business men, 
In a few cities retail grocery and meat 
markets have found difficulty in compet- 
ing with subsidized city markets, while 
in other cities the local government has 


‘the authority to purchase in large quan. 


tities and to sell at cost necessities such 
as food, coal, and gasoline. 

Business men are being forced, in 
some instances quite insistently, to con- 
sider the problems which face local city 
governments, and they find usually that 
they have no effective means directly to 
control those functions of government 
which affect them. Governmental off- 
cials are elected or are appointed by 
elected officials, and it frequently hap- 
pens that municipal elections are de- 
cided by the laboring classes of the 
population. The officials who exercise 
those powers which affect business, then, 
sometimes either are incompetent to 
consider the new functions with the nec- 
essary scientific study or are unwilling 
for political or personal reasons to co- 
operate with business men in the solu- 
tion of the problems scientifically. One 
problem of the business man of today 
in addition to his recognized duties as a 
citizen, therefore, is to determine just 
how his relationship to the local city 
government can be made most effective 
to secure unbiased scientific study and 
action in those functions of government 
which affect business and just how he 
can determine whether the amount paid 
by him in taxes is justified. 

The purpose of this article is to illus- 
trate through a discussion of the prin- 
cipal governmental functions which di- 
rectly affect business just what the busi- 
ness man may expect of his local gov- 
ernment, and what means he may take 
to improve that government and guide 
it in sound and efficient channels. The 
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discussion is divided into two sections. 
The first traces the growth in num- 
ber and complexity of governmental 
functions, the relation of that growth 
to taxes and city indebtedness, and dis- 
cusses the relation to business of vari- 
ous phases of city finance and taxation. 
The second, to follow, will discuss the 
economic influence and control of city 
vehicular trafic and parking, transpor- 
tation, city planning and zoning, the po- 
litical influence of citizens’ leagues, and, 
lastly, the influence for efficient gov- 
ernment which business men can exert 
through chambers of commerce and pri- 
vately endowed bureaus of municipal 
research. 


I. Growth of Functions of 
Modern Cities 


The history of American municipal- 
ities from Revolutionary War times is 
a history first of an era of restriction 
of local governmental functions under 
the doctrine of laissez faire, or liberty 
and freedom of the individual. In its 
second and present stage, the history 
depicts the municipalities as agents 
of the state governments encroaching 
more and more on functions which once 
were considered private rather than 
public. 

The early American cities prior to 
the American Revolution had wide pow- 
ers and functioned almost as private 
corporations which could hold property 
and enter into trade. From the end of 
the Revolution until about 1880, a wave 
of individualism swept the country and 
local city governments were restricted 
from entering the so-called private func- 
tions and were limited to functions es- 
sentially public. These simple functions 
which gave service to the people were 
protection of life and property, as rep- 
resented by police and fire protection, 


education, as represented by elementary 
schools, and public works, as repre- 
sented by street grading. The cities had 
the power of taxation, but could not tax 
except for a “public” purpose. Cities 
could grant franchises for special uses 
of the public streets by companies serv- 
ing the public, and under theories of 
free competition franchises frequently 
were granted which would encourage 
competition among utilities. 

After 1890 the growth of cities both 
in area and population was rapid. Amer- 
ica became increasingly industrial, and 
industry was in the cities. The /aissez 
faire doctrines tended to defeat their 
own purpose when unrestricted private 
competition in public utilities led first 
to ruin for some of the competitors and 
then to the destruction of competition 
itself through the combination of forces 
of those who remained. Unregulated 
private building made cities hideous, 
unsafe, and unsanitary. Railroads and 
factories ruined the waterfronts and 
disturbed residential sections with noise 
and smoke. The production efficiency of 
labor in the industrial cities had an 
inescapable connection with housing, 
transportation, education, recreation, 
markets, and other functions, all of 
which were related and could best be 
performed or regulated by some central 
authority. The cost of production could 
be raised or lowered for the manufac- 
turer by fire hazards, freight terminal 
facilities, trafic regulation, taxation, 
and other factors closely associated with 
the functions of government. Thus 
came more and more the demand from 
all elements of the population for in- 
creases in the regulatory functions of 
government and even in many instances 
for public ownership and operation of 
utilities. The rapid growth of cities has 
thrown together great masses who, as a 
rule, have been without experience in 
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city government and has thrust a great 
mass of technical functions upon people 
untrained to deal with them. 


Distinction between Private and 
Public Functions 


The powers of a municipal govern- 
ment are the powers which the state 
government possesses and which the 
state either delegates to the city by 
charter or legislative act or does not 
expressly prohibit the city from exercis- 
ing. In most states legislative opinion 
is still fundamentally individualistic and 
acts as a check on the increase in local 
municipal functions. American courts 
also have acted apparently under a 
strong sense of recognition of the rights 
of private property and business and 
have tended to curb the increase in 
municipal functions. Rapidly changing 
conditions in industrial and municipal 
growth have made difficult the differen- 
tiation between private and public rights 
and functions, and the courts in most 
instances have trailed a number of years 
behind current public opinion and prac- 
tice. The prohibitive and the regulative 
functions of government are the ones 
which affect private property and in- 
dividual rights the most, and the final 
decision determining the public or the 
private rights of each case rests with 
the courts. 

The prohibitive functions are illus- 
trated by criminal law measures and by 


*In the case of the Loan Association v. Topeka, 
the city council of Topeka, proceeding under an act 
of legislature, issued bonds to the amount of $100,- 
ooo which were donated to a private manufactur- 
ing company as an aid to it and as an inducement 
to the company to locate in Topeka so that the city 
might grow in industrial importance. Subsequently 
the city refused to pay interest on the bonds, and 
the loan association which owned them brought 
suit. The United States Supreme Court held that 
it was unlawful to levy a tax on the citizens of 
Topeka to pay interest on the bonds because the 
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measures which prohibit flatly such 
things as unfair practices in business. 
These measures are framed either in 
the interest of public order or of cer. 
tain economic groups or to enforce 
moral standards set up by the ruling of 
the majority. The regulative functions 
normally are exercised under the police 
power of the city and are designed to 
control the use of private property in 
the interest of public health, safety, and 
economic advantage. These measures 
include a wide range of legislation per. 
taining to factories, hours of labor, 
construction of buildings, elimination of 
unsanitary conditions, and regulation by 
zoning to segregate industries, busi- 
nesses, and residences. 

Since a private citizen may take few, 
if any, steps, which do not have some 
public consequences, what things shall 
be left to individual initiative is a ques- 
tion of public policy which the courts 
frequently have difficulty in deciding. 
The courts, as a rule, have attempted 
no judicial definition of a public as dis- 
tinguished from a private purpose, but 
have left each case to be determined 
from its own particular circumstances. 
This appears to be a wise procedure, 
since the rapidly changing economic and 
industrial conditions in America soon 
would make any definite dividing line 
inapplicable. It has come to be settled, 
however, that the authority of states to 
tax does not include the right to impose 
taxes for merely private purposes.’ 


donation was not for a public purpose (20 Wallace, 
U. S., 655 (1875) ). Before this, different state 
supreme courts had reached much the same con- 
clusion, for it had been held in Massachusetts that 
the legislature had no power to authorize the city 
of Boston to loan money to help reestablish private 
businesses which had been destroyed in the fire of 
1872 (Lowell v. Boston, 111 Mass. 454). In Maine 
it had been held that cities should not be empow- 
ered to go into the manufacturing business or to 
encourage financially private manufacturing ¢?- 
terprises. 
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In spite of court decisions many cities 
in diferent states continued to aid in- 
dividual business in many ways. Even 
in recent years it has not been uncom- 
mon for a city to offer tax exemption 
or low property valuation to encourage 
new industries to locate in the city. In 
disguised forms, questions of policy in 
regard to such subsidies are constantly 
before the city. In 1924, for example, 
the city of Cambridge offered for sale 
a small plot of city land in the industrial 
section of the city. A bid secured from 
a well-known manufacturer who guar- 
anteed to build a factory upon the plot 
was lower than an offer received from 
a real estate agent. The city was an- 
xious to develop its industries and the 
immediate building of a factory meant 
an increased valuation for taxation. 
The council had reason to believe that 
the bid of the real estate agent was 
purely for speculative purposes. Yet, 
if it accepted the lower bid and thus en- 
couraged industry, it would be open to 
criticism. 

There is no question but that the city 
government should have an interest in 
the expansion and prosperity of the 
city’s industries and it should promote 
their prosperity. Thus, the city may 
advertise, it may build convention halls 
and support fairs and expositions to 
bring visitors and conventions of busi- 
ness men to the city. It may help to 
develop industrial sites and it may build 
terminals or provide ground for avia- 


“The state of North Dakota, for example, has 
passed a series of acts encouraging public owner- 
ship of certain utilities, industries, and business 
projects. One act, for example, declared the pur- 
pose of the state to engage in manufacturing and 
marketing farm products, to establish warehouses, 
flour mills, and to equip factories to be operated 
by the state. It provided for a general tax for 
these enterprises. The state maintained that these 
laws were passed under its power to raise money 
by taxation to promote purposes essential to the 
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tion fields. While the attitude of the 
courts is not entirely clear on these 
functions, it is clear that public opinion 
in most instances is favorable and that 
cities actually are engaging in these 
functions indirectly to aid business re- 
gardless of the attitude of the courts. 
Public opinion, in some instances, has 
reached the point where it sanctions a 
municipal engagement in enterprises 
which are distinctly on the border-line 
of the public utility.’ 

The uncertainties in the decisions of 
the courts, in regard to what enterprises 
a municipal government might enter, 
were illustrated by the decision of the 
Supreme Court of Massachusetts in 
1892, which held that the state did not 
have the power of authorizing cities and 
towns to enter the business of buying 
fuel and selling it to citizens.’ This 
opinion was widely quoted for many 
years, but it did not check the move- 
ment toward the engagement of cities 
in the distribution of necessities of life. 
In 1903 the state of Maine authorized 
support of municipal fuel yards by 
“public taxation.” The United States 
Supreme Court in 1917 held that an act 
of the state of Maine authorizing cities 
or towns to establish and maintain 
wood, coal, and fuel yards for the pur- 
pose of selling these necessities to the 
inhabitants of cities and towns did not 
deprive taxpayers of due process of 
law.* 

There appears, moreover, to be a 





general welfare of the people. The United States 
Supreme Court in this instance held the purpose 
outlined to be public and declared the acts to be 
valid, although the decision stated that “with the 
wisdom of such legislation and the soundness of 
the economic policy involved, we are not concerned ; 
whether it will result in ultimate good or harm it 
is not within our province to inquire” (253 U. S. 
233-1920). 

* Opinion of the Justices, 155 Mass. 598 (1892). 

‘Jones v. City of Portland, 245 U. S. 217. 
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growing tendency both in the trend of 
public opinion and in the trend of court 
decisions toward allowing greater par- 
ticipation by city governments in activ- 
ities which at one time were considered 
purely private and competitive. This 
tendency is not alarming, provided an 
attitude also can be created that such 
enterprises indulged in by the city should 
be made self-supporting. The organ- 
ized community in taking hold of facil- 
ities for public operation ordinarily 
does so for the purpose of eliminating 
profiteering and securing lower rates or 
improved service. If these facilities, 
however, serve only a portion of the 
population and yet must be supported 
by taxation by the whole population, 


*The Bureau of Municipal Research of Cleve- 
land, Ohio, in 1924 made a study of the municipally 
owned markets and found that these markets were 
not self-supporting, but were subsidized to a large 
extent from the city’s general tax funds. These 
markets served largely the poorer classes of the 
city’s population. The city charged rent for a 
portion of the market stands in the municipal mar- 
ket building, but it also provided rent-free space 
for the stands of about 1,000 farmers and vendors. 
On the market days these stands interfered seri- 
ously with the traffic. The Bureau urged that there 
was no valid reason why the city gratuitously 
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Per Capita Net GOVERNMENTAL Cost PAYMENTS AND Per Capita Net Dest 
IN SPECIFIED YEARS 1903 TO 1923 FoR 146 Cities OVER 30,000 PopULATION 











the population served is securing unfair 
economic advantage.° 


II, City Finance and Taxation 


The effect of the increased functions 
taken over by American city govern. 
ments on the per capita costs of munic. 
ipal government and the per capita net 
indebtedness of cities is shown in Table 
I. These statistics were prepared by 
the United States Bureau of Census 
from data on 146 leading cities in the 
United States. The increasing costs 
and debt per capita shown in this table 
can be attributed only in part to the 
decreased purchasing power of the 
dollar. 


should allow the use of sidewalks by private enter- 
prises not connected with the abutting property. It 
recommended that the municipal markets be placed 
on a self-supporting basis. The city, in this in- 
stance, accepted the recommendations of the Bureau 
of Municipal Research and placed the markets on 
a self-supporting basis. This seems to be a sound 
attitude which should be encouraged in other cities 
in regard to municipal enterprises which are not 
of a charitable and purely welfare nature. 


* Financial Statistics of Cities Having a Popula- 
tion Over 30,000, 1923, United States Bureau of 
Census. 


























Per Capira Net GOVERNMENTAL Cost PAYMENTS 

YEAR For Expenses | For Expenses of For For Per CAPITA 
Total of General Public Service Interest Outlays* Net Destt 

Departments Enterprises 
1923 | $60.29 $35.25 $3.37 $5.03 $16 64 $103.34 
1922 59-01 34.37 2.77 5-79 16.08 97-57 
1919 35.58 | 22.28 1.90 3.89 7.51 81.18 
— | lu 19.53 1.39 3.66 8.68 80.75 
sl] (tlc 18.95 1.39 3.58 10.60 77-86 
1913 32.46 17.67 1.35 3.15 10.29 69.28 
1911 32.25 16.91 1.26 3.07 11.02 67.52 
1909 | 3°. 33 | 16. 1.22 2.86 10.18 61.21 
1907 29.91 15.84 1.17 2.56 10. 34 56.04 
1905 25.57 13.81 1.07 2.36 8.32 50.94 
1903 24.64 13.25 1.10 2.06 8.23 44.7! 

















* “Outlays’’ include the aggregate of all payments for the 


h urchase and improvement of land, the erection of new buildings, 
the installation and extension of water-supply systems, electric light systems, equipment for the fire department, museums 4” 


libraries, and for all acquisitions which add to the value of the permanent possessions of the city. 
+t Net debt is funded and floating debt less assets in general sinking funds. 
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Since over 70% of the revenues 
which the city must secure to meet its 
governmental cost payments and ulti- 
mately to retire its debts is derived 
from general property and business 
taxes, the methods of assessment and 
methods of financing influence directly 
the costs of manufacturing and distrib- 
uting in any city. Table II shows the 
per capita net revenue receipts from the 
principal sources of revenue for the 146 
leading cities. 


Valuation of Property for Tax 
Assessment 


A city, to increase its revenues from 
taxes on property, either must increase 
the assessed valuation of property or 
must increase its tax rate. Too often 
the reciprocal relationship between the 
tax rates and assessed valuation of tax- 
able property is not clearly recognized. 
The most common measures of the im- 
portance of a city as a market or de- 
sirable place for location of industry 
are its population and its figure of total 
assessed valuation. A high assessed val- 
uation per capita is all too commonly 
accepted as indicating a high-grade pop- 
ulation. On the other ‘:and, a low tax 


rate per $1,000 of assessed valuation 
frequently is considered a desirable fea- 
ture of a city and chambers of com- 
merce and city councils often emphasize 
this feature when encouraging new in- 
dustries to consider the city for location. 
Yet, unless the basis of valuation for 
tax assessment is considered, the tax 
rate itself is meaningless. It is well to 
note also the items of expenditure to 
be covered by the tax rate, inasmuch as 
some cities include in the general tax 
levy such items as expenditures for 
street improvements, while other cities 
cover such expenditures by special as- 
sessments on abutting property. 

There is no uniformity among Amer- 
ican cities in valuation of property. A 
few states provide that all cities in the 
state assess taxable property at some 
predetermined percentage of true value. 
In other states each city may determine 
its own basis of valuation. The basis 
of assessment reported by city officials 
ranges from 17% of true value in Cedar 
Rapids, Iowa, to 100% in Massachu- 
setts cities. This reported basis, how- 
ever, almost always varies from the 
actual relationship between the assessed 
values and the market values of prop- 
erty as estimated by real estate experts. 


Taste I]. Per Caprra Net RevENvE Receipts By PrincipAL Sources OF REVENUE FOR 

















146 CITIEs 
| 
Subventions 
General and Grants, Earnings 
Year | Total Pre perty Other | Special Donations, | of Publ Other 
vax Taxes* Assessments | and Pension Service Revenues 
Assessments Enterprises 
j 
1923 $54.78 $36.27 $2.94 | $2.92 | $2.98 $5.68 $3.99 
1922 53-57 35.85 2.80 2.58 3.13 4.83 4-38 
1919 35.26 23.29 2.68 1.98 1.43 3.61 2.27 
1917 31.97 20.57 2.37 2.50 1.28 3-13 2.12 
1915 30.00 | 18.73 2.36 | 3.54 | 1.26 3.03 2.08 
1913 28.55 | 17.82 2.42 2.34 | 1.28 2.81 1.88 
IgII 28.07 17.37 2.44 2.35 1.30 2.98 | 1.63 
1909 26.42 16.14 2.48 2.22 1.28 2.89 1.40 
1907 24.67 | 14.64 2.63 2.02 1.18 2.77 1.43 
1905 | 22.79 «| 14.01 2.17 1.80 1.08 2.60 | 1.14 
2.06 1.60 | 0.91 2.42 1.16 


1903 43 .t43°.7 12.98 | 





Including business licenses and occupational taxes. 
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In Lancaster, Pennsylvania, for ex- 
ample, in 1921, a special committee of 
the chamber of commerce made a com- 
plete survey of property in the city and 
had all property appraised by expert 
real estate men. The reported basis of 
assessment was 67%, yet the total as- 
sessed valuation proved to be less than 
45% of the estimated true value. The 
relation of assessed valuation to ap- 
praised valuation, furthermore, varied 
widely. On some properties assessed 
values were as low as 10% and in 
others, over 100% of appraised value. 

The relationship between assessed 
valuation in a city and true valuation is 
of little importance, except for compar- 
ative purposes to determine the true tax 
rate, provided the same relationship is 
maintained on all property. Tax as- 
sessing methods in most cities, however, 
fail to maintain equality in the rela- 
tionship. Methods cling surprisingly 
close to the personal judgment ap- 
praisal. This is true in practically all 
southern cities some of which have not 
had a complete reassessment of prop- 
erty for over 1* years. According to 
the usual custom tax assessors view the 
real property in the city and assign to 
each plot an arbitrary value which in 
the personal judgment of the assessor 
or assessors represents the fair market 
value of the property. Usually the 
viewing of the property is superficial 
and the new value is based almost en- 
tirely upon the value assigned in pre- 
vious years. Obviously valuation by 
personal judgment is influenced by out- 
ward appearances, personal prejudices, 





"In Savannah, Georgia, for example, there had 
not been a general reassessment of real estate in 
the city for 30 years prior to 1925. The city coun- 
cil had approved a contract with a company which 
for $25,000 was to reassess at 100% of true value 
during 1925 all real estate in the city according 
to a scientific method of appraisal. The existing 
valuations were estimated at 50% to 60% of true 
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and even motives of political and per 
sonal gain. The prevailing custom > 
entering nominal figures rather than real 
sales prices on legal documents in rea] 
estate transfers has made difficult the 
checking of assessed values with actual 
sales values. 

The newer scientific methods of 
property valuation employ various de. 
vices for making more certain the equal 
treatment of all properties. These 
methods tie about the use of land-value 
maps and unit values for each block or 
section of the city. These unit values 
apply to a plot of some determined unit 
depth and frontage. Given a unit value 
for a unit plot, the assessed value of 
each plot is determined by its compari- 
son to the unit and by making allow. 
ances according to a predetermined sci- 
entific rule for influence of nearness to 
a corner, and additional depth. Varia- 
tions of scientific methods of property 
valuation have been adapted with good 
success by a few of the more progres- 
sive cities. Similar devices are being 
developed by municipal research organ- 
izations, to provide a method of uni- 
form appraisal of buildings and im- 
provements on property. Although the 
scientific methods of appraisal for taxa- 
tion have a demonstrated superiority 
over the former methods of personal 
judgment appraisal, cities have been 
slow to adopt the newer methods be- 
cause of general inertia, political oppo- 
sition, and the fear of each individual 
taxpayer that in a scientific revaluation 
his property will bear a greater share 
of the tax burden.’ 














































value. It is interesting to note that one of the 
leading arguments advanced at the time in favor 
of assessment at 100% of true value was that the 
increased total assessed valuation would make Sa- 
vannah appear a more important city and more 
attractive for investments and business and that 
the tax rate necessary to provide city revenues 
might be lowered to a point attractive in the pub- 
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Special Assessments for Improvements 


The method employed by a city to 
distribute or assess the costs of public 
improvements affects directly rental 
yalues and the operating costs of busi- 
ness establishments and factories. Prac- 
tices differ among cities from one ex- 
treme, where the costs of all public im- 
provements eventually are covered from 
the general tax levy, to the other ex- 
treme, where all such costs are assessed 
entirely to the abutting property. Be- 
tween the extremes are various combi- 
nations by which a portion of the cost 
comes from general taxes and a portion 
from special assessments. 

Those cities which charge public im- 
provements to the general property tax 
levy defend their practice by the argu- 
ments that provision of adequate high- 
ways, streets, sewers, parks, and public 
buildings is essentially a governmental 
function benefiting the city as a whole, 
and that the poorer residents of the 
city have as much right to paved streets 
and sanitation as the richer residents. 
Advocates of special assessments sup- 





licity of the city. On the other hand, the state of 
Georgia assesses city property separately from city 
assessments, although in most every instance the 
state assessors take the values determined by the 
city. If the city raised property assessments to 
100% of true value and the state used the city’s 
figures, Savannah would pay a greater proportion 
of state taxes than cities which continued to use a 
low basis of assessment, since the one state tax 
applied to all localities. The appraisal company 
had been at work only a short time before litiga- 
tion said to have been fostered by political oppo- 
sition delayed the work of the company. The city 
canceled its contract and passed ordinances creat- 
ing a Board of Tax Equalization, consisting of six 
members, to reassess the property of the city on a 
50% basis by reviewing property and estimating 
its value. 


: The charter of the city of Sanford, Florida, was 
revised in 1923 to give the city commission almost 
unlimited power to make street improvements and 
to build bulkheads along the lake front by assessing 
the entire cost of the work to owners of the property. 
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port their method of assessment of 
abutting property by the fact that pub- 
lic improvements, such as new streets 
or new transit lines, are known to en- 
hance the value of abutting or nearby 
property. Owners of such property 
under the general assessment method 
receive a direct unearned financial ben- 
efit. They should be made to pay in 
proportion to the benefit received. 

In cities which finance improvements 
by special assessments it is well to note 
who has the power of initiating and 
authorizing the improvement. In most 
such cities street improvements originate 
by petition of the owners of some pre- 
determined portion of the abutting land 
or the improvements can be declared 
necessary by a two-thirds vote of the 
city council. Charters of a few cities 
give the city council complete power to 
initiate street improvements and assess 
the whole cost to abutting property re- 
gardless of the attitude of property 
owners.” 

The modern trend in financing public 
improvements which have a direct ben- 
efit to certain localities or adjacent 





The charter of Savannah, Georgia, prior to 1920 
required the city to pay one-third and abutting 
property owners two-thirds of the cost of street 
construction and improvements. In 1920 the charter 
was changed to provide that the city pay only 
costs of intersections and abutting property owners 
all remaining costs. Citizens living in residential 
districts objected and urged a charter compelling 
the city to pay the entire cost of such improve- 
ments from the general tax levy. Business men 
owning or renting property in the business dis- 
tricts vigorously opposed taking improvement costs 
from the general tax levy. Streets in the business 
districts were well paved, and two-thirds of the 
cost had been paid by the property, with a result- 
ing increase in assessed value of the property. If 
the charter were changed, the business district 
must bear an increased portion of the cost of de- 
veloping outlying districts through a general tax 
rate on an increased business-district property val- 
uation. The protests of the business property own- 
ers succeeded in forestalling the proposed charter 
revisions. 
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properties appears to be toward the 
assessing of property in accordance 
with the benefits received. This includes 
not only assessment of property abut- 
ting on improvements, but the assess- 
ment of all property which in the 
opinion of experts could be expected to 
receive direct benefit.? An equitable 
distribution can be secured by establish- 
ing zones of influence in the vicinity of 
public improvements. The benefit of 
the improvement to the city as a whole 
should be recognized by apportioning 
some portion of the cost to the general 
tax levy. The method of financing im- 
provements by special assessments may 
tend to engender some neglect of the 
poorer sections of the city where labor- 
ers reside and where possible rental in- 
come would not warrant the cost to 
property owners of paving streets. This 
situation is especially noticeable in a few 
southern cities where new public im- 
provements usually originate by peti- 
tion of landowners to be assessed. It 
should be the function and power of city 
planning boards to plan and direct a 
balanced city growth. The plan of as- 
sessment, in order to be equitable, 
should allow the city discretionary pow- 
ers in determining the proportion of 
each improvement to be borne by the 
city in general. 

Recognition of the principle that costs 
should be borne by those receiving ben- 
efits, in proportion to benefits received, 
was shown in a financial plan prepared 
in 1923 by the Detroit Rapid Transit 
Commission for a proposed municipally 


° A resolution to empower Philadelphia to assess 
any properties benefited by public improvements 
passed the Pennsylvania legislation in 1923 but 
failed of adoption in 1925. It had been the ex- 
perience of that city that, in almost every case, the 
opening of streets, the construction of transporta- 
tion lines, the creation of parks, and other large 
municipal improvements, had increased greatly the 
value of the property in the vicinity of those im- 
provements. Owners of property abutting improve- 


owned subway and elevated system for 
Detroit. The plan proposed to cover 
17% of the cost of construction and 
equipment by assessment on the city at 
large as a recognition of the benefit to 
the whole city of having a rapid transit 
system. Property in the vicinity of the 
transit routes was to bear 51% of the 
cost. These assessments were to be 
distributed according to zones repre. 
senting the degree of influence caused 
by proximity of the properties to sta. 
tions. Bonds were to be issued for 32% 
of the total cost. This represented the 
share to be paid by car riders in fares, 
and cost of interest, and retirement of 
these bonds was to be taken from oper. 
ating revenues of the transit system. 
Although this plan, as yet, has not been 
adopted, it represents an admirable de- 
parture from the usual lines of thought 
in the financing of public improvements. 


Personal Property Taxes 


Most cities derive some portion of 
their revenue from a tax on personal 
property as a part of the general! prop- 
erty tax. The revenue derived from 
taxes on personal property in cities over 
30,000 population amounted in 1922 to 
approximately one-third the amount 
from taxes on real property. The 
theory of the general property tax has 
been that tax-paying ability is measured 
directly by the dollar value of all owned 
property whether represented by land, 
buildings, furniture, jewelry, automo- 
biles, investments, or cash. Under 


ments could be assessed under the existing char- 
ter, but owners of non-abutting property contrib- 
uted no financial aid; yet, in instances such as the 
construction of a new transportation line or boule- 
vard, nearby property frequently received ev® 
greater benefit than abutting property. Those 
favoring the proposed changes in the city assessing 
powers asserted that the inability of the city t 
assess owners of property not abutting on an im- 
provement retarded the city’s progress. 
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modern industrial conditions in cities 
the general property tax is less satisfac- 
tory than in rural districts where prac- 
tically all of an individual’s assets are 
tangible. The tax on real estate, 
although subject to the abuses of un- 
equalized valuation, probably will con- 
tinue as the principal source of city 
revenue. The personal property tax, 
however, has been so obviously unjust 
as to cause a wholesale concealment or 
non-declaration of intangible personal 
property. The full enforcement of the 
personal property tax in relation to in- 
tangibles would result often in double 
taxation. Several cities have consid- 
ered substitute taxes. 

The personal tax situation in Orlan- 
do, Florida, is illustrative of the weak- 
nesses of the personal tax. There, in 
1925, the appraised value of personal 
property amounted to $6,440,000 and 
the appraised value of real property 
amounted to $46,106,000. A state law 
allowed, but did not compel, cities to 
tax personal property. This law pro- 
vided that the city might require each 
prospective taxpayer annually to make 
a tax return listing the full cash value 
of all his real and personal property. If 
the taxpayer failed to make the return, 
the city assessor could appraise the 
property according to his own best 
judgment. The official tax return was 
to list as personal property the full 
cash value of all animals, vehicles, ma- 
chinery, jewelry, silverware, household 
and kitchen furniture, merchants’ and 
factories’ stocks ‘and inventories, notes 
and accounts against solvent debtors, in 
or outside the state, bonds, stocks and 
shares, capital invested, and money in 
possession, or at interest, or on deposit 
in or out of the state. 

In actual practice, in Orlando, Flor- 
ida, few taxpayers made returns to the 
tax assessor, and the tax assessor had 
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the task of appraising all personal 
property. The assessor found it prac- 
tically impossible to place a fair value 
on intangible personal property and on 
such personal effects as gold watches, 
silver plate, and books. He found it 
difficult to ascertain from citizens what 
jewelry they possessed, the size of their 
savings, bank accounts, or their hold- 
ings in stocks, bonds, or mortgages. It 
was impossible to ascertain from busi- 
ness men the value represented in notes 
or accounts against solvent debtors. 
The tax assessor had no legal authority 
to search the books of private concerns, 
to examine a bank’s list of depositors, 
or to inspect safe deposit vaults in 
banks. He had no authority to trace 
holdings of securities outside the state. 
During the unusual real estate activ- 
ity in Orlando in 1924 and 1925, many 
real estate sales offices opened up, and 
real estate and mortgage loan compa- 
nies opened offices in the city. These 
companies had only office furniture as 
tangible personal property, yet repre- 
sented large holdings of mortgage 
notes, options, and _ securities, the 
amount of which the tax assessor had 
no means of estimating. The assessor 
usually appraised banks at the value of 
capital stock plus capital surplus. He 
attempted to apply this method to the 
land and mortgage companies. These 
companies protested, and the city attor- 
ney gave an opinion that taxation of 
such companies on the basis of their 
capitalization was double taxation, since 
owners of stock in the companies also 
were to pay taxes on the capital value. 
These companies frequently owned 
stock in other similar companies. The 
real property on which mortgages were 
secured was subject to taxation at full 
cash value in addition to the tax which 
a mortgage owner must pay on the 
mortgage as personal property. 
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As a result of the difficulties of as- 
sessing and collecting taxes on most 
classifications of personal property, the 
actual revenues from taxes on personal 
property in Orlando represented mostly 
taxes on tangible personal property, 
such as automobiles, household furni- 
ture, and merchandise inventories. In 
order to be fair to all taxpayers, the 
tax assessor considered disregarding the 
returns of those taxpayers who were 
conscientious enough to itemize bank 
accounts, jewelry, and intangible items 
listed on the printed tax notice, since 
he was unable to secure such informa- 
tion from other taxpayers. 

The difficulties in the enforcement of 
personal property taxes has shifted the 
main burden of taxation to real estate. 
There is no question but that in cities a 
great many persons receive the benefits 
of city government who do not pay 
direct taxes to support the government. 
They avoid direct taxation by owning 
no real property and by deriving their 
incomes from professional services or 
intangibles such as investments which 
they do not disclose to the tax assessor. 
The National Tax Association set forth 
the principle that “every person having 
taxable ability should pay some sort of 
direct personal tax to the government 
under which he is domiciled and from 
which he receives the personal benefits 
that government confers.’”® The income 
tax adopted by the Federal Government 
and by several states is partially a sub- 
stitute for taxes on intangible personal 
properties. It is probable that cities 
driven to developing new sources of 
revenue will look more and more for a 
share in income taxes. 


National Tax Association Proceedings, 1919. 


” Financial Statistics of Cities Having a Popula- 
tion ower 30,000, 1923, United States Bureau of 
Census, pp. 202-217. 


Taxes on Business 


Subject to limitation by the state, a 
city can use its power of taxation both 
as a means of securing revenues and as 
a means of regulation. The city, 
through tax regulation, may exercise 
some degree of discrimination between 
desirable and undesirable businesses. 
Aggregate business license taxes in 1923 
in 248 United States cities over 30,000 
population amounted to almost 214% 
of the total revenues from taxation.” 
The practice of requiring a license tax 
on all businesses is common in southern 
cities, and a few Ohio cities recently 
have adopted business or occupational 
taxes to secure revenue for operating 
expenses. In New Orleans, for ex. 
example, the revenue from _ business 
taxes in 1923 amounted to approxi- 
mately 10%’ of revenues from all tax- 
ation; in Atlanta, 914%; in Richmond, 
103%4 %; and in Savannah, 15%, while 
in Manchester, New Hampshire, a city 
of nearly the same population size as 
Savannah, the revenue from business 
licenses represented less than 3/100 
of 1%. 

The business tax has not met with 
favor in the northern cities. The use 
of the tax purely for revenue purposes 
is illustrated by Toledo, Ohio. That 
city had struggled year after year to get 
revenue sufficient to cover operating ex- 
penses. A state law had so limited the 
powers of Ohio cities in taxation of 
general property that the city had been 
unable to balance its budgets. It had 
funded by bond issues its deficits caused 
by current operating expenses over cur- 
rent revenues. When, in 1924, the state 
forbade further bond issues to cover def- 
icits in operating expenses, the city put 
into effect an occupational tax to meet 
a probable deficiency of about $500,000. 
A schedule of taxes was devised with 
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separate taxes for each business and 
profession. Typical taxes were those 
on concerns classed as manufacturers, 
which were $8 plus $2 additional for 
each employee, and on retailers, which 
were $6 plus $2 additional for each em- 
ployee. Business interests at first op- 
posed the tax but supported the plan 
when they realized that the city other- 
wise must curtail essential activities such 
as policing and fire protection. The 
occupational tax was successful in pro- 
viding revenue to meet the expected 
deficit. City officials did not learn of any 
instances where the tax was taken from 
employees’ salaries. Such a tax, how- 
ever, necessarily placed on Toledo busi- 
ness and professions a burden of cost 
which ultimately must be included in 
the selling price of Toledo products. 
The discriminatory aspects of the 
business tax were illustrated in 1925 in 
Savannah, Georgia. The local mer- 
chants of the city had difficulty in com- 
peting with transient merchants and 
traveling representatives of out-of-the- 
city firms who dispiayed samples and 
took orders for future delivery.*? Trav- 


“The traveling representatives, who usually 
were preceded by direct-by-mail advertising, rented 
space in a boarding house, store, or hotel, where 
for a few days they displayed samples and took 
orders for merchandise at retail prices which fre- 
quently were below the prices asked by local mer- 
chants for similar merchandise. Orders usually 
were for future delivery, although a few transient 
merchants carried stocks from which to make im- 
mediate deliveries. The local merchants protested 
that they should be protected by the city from such 
outside competition and the Retail Merchants’ Asso- 
ciation petitioned the city council to pass an ordi- 
nance placing a prohibitive license tax on travel- 
ing representatives who would take orders for 
merchandise at retail. The city council by ordi- 
nance placed an annual license fee of $500, or $100 
a day for each traveling person who displayed 
samples or took orders at retail. It further placed 
an annual additional license fee of $300 on any 
store that would rent space to traveling merchants 
and an additional license fee of $1,000 on any hotel 
or boarding house which would rent space to a 
traveling merchant for display purposes or taking 
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eling representatives could offer greater 
variety of selection than local merchants 
were inclined to stock, and frequently 
they quoted lower prices. 

The influence of the local Retail 
Merchants’ Association caused the city 
council to enact a license tax of a mag- 
nitude practically prohibiting retail 
traveling representatives from taking 
orders in the city. This is not an un- 
common example of the attitude so fre- 
quently taken by business men who rely 
upon legislative power to correct un- 
favorable local conditions. The alarm 
of the Savannah merchants was similar 
to that of the numerous small-town 
rural merchants who cried out against 
the flow of money from the local farm- 
ers to the coffers of the mail-order 
houses. The real solution in both in- 
stances was essentially the same; 
namely, that local stores must give in- 
creased service and must supply the 
type of goods that consumers wanted. 


Pay-as-Y ou-Go Policy 


Considerable attention and contro- 





of orders. The ordinance did not apply to com- 
mercial travelers who took orders from samples 
for merchandise at wholesale. The annual tax 
ordinance of the city already had divided business 
into about 700 classifications for licenses which in- 
cluded the following samples. 


NN NE as a). «on salen be seine s <0 $ 50 
I MO no. ooo 4s nubian a bob 4 auc 100 
I Ee. 5 iba. cy ep Sab vicaver oa 75 
Retail department stores .............00000005 500 
Hotels (more than 75 rooms).................. 300 


The local merchants planned to conduct a pub- 
licity campaign after the ordinance became effec- 
tive to encourage citizens to make all their pur- 
chases in Savannah. City officials in the latter 
part of 1925 stated that the cooperation of the 
city with local merchants by business license regu- 
lation had proved effective in discouraging travel- 
ing retail representatives. The ordinance itself, 
in so far as it applied a direct license fee to tran- 
sient merchants, was held invalid by state courts 
as a restriction. on interstate commerce. The city 
still was able, however, largely to prevent the 
securing of hotel or display-room accommodations 
by traveling salesmen in Savannah. 





versy in the past five years has centered 
about the “pay-as-you-go” policy in re- 
gard to methods of paying current 
operating expenses and costs of im- 
provements. For the business man the 
problem becomes that of whether busi- 
ness concerns should be forced to pay 
high current taxes so that costs of new 
improvements as well as current city 
operating expenses might be paid for 
out of current revenues, or whether 
these costs should be spread over a 
period of years with a resultant lower 
present tax rate. 

Cities have gone to extremes both 
ways. Current operating deficits and 
the cost of short-lived municipal equip- 
ment frequently have been funded in 
20- or 30-year bonds. Toledo, Ohio, 
in 1924 retired bonds which had been 
issued in 1904 to pay deficits accrued by 
city operating expenses being greater 
than current revenues. For 20 years 
taxpayers had been paying for benefits 
received by a former generation. In the 
more recent swing of the pendulum to 
“pay-as-you-go” we find advocates of 
the policy who go to the extreme of 
urging payment for permanent improve- 


* Savannah, Georgia, in 1924 started construc- 
tion of a municipal golf course and in 1925 con- 
sidered building a football stadium. Considerable 
controversy arose concerning whether the estimated 
cost of $150,000 for the golf course and $70,000 for 
a municipal stadium should be paid for out of 
current revenues during the period of construction 
or covered by a 20-year serial bond issue. The 
1925 budget had included among operating ex- 
penses $10,000 towards construction of a stadium 
and $25,000 toward construction of a golf links. 
The budget passed for 1926 included $28,000 for 
golf-course construction. The council still consid- 
ered, however, issuing bonds later to cover these 
costs. 

Manchester, New Hampshire, in 1925 was or- 
dered to rebate to the Amoskeag Manufacturing 
Company taxes amounting to $130,000, which the 
courts decided was an amount unjustly collected 
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ments by special tax levies or high cur. 
rent general tax rates. 

The business man may contribute , 
sound point of view in this controversy 
by drawing upon his experience in busi- 
ness accounting and the practice of rail. 
roads and other large public utilities, 
Obviously, current city operating expen. 
ditures should be covered by current 
tax revenues. Costs of improvements 
or equipment which definitely have a 
span of beneficial life longer than an 
operating period of a year constitute 
charges against capital, and should be 
funded. The costs then should be 
spread over the estimated period of 
service. This principle now is becom- 
ing recognized more generally among 
cities, and serial bonds are becoming a 
popular means of facilitating a city’s 
prompt retirement of each year’s share 
of the cost from the year’s current rev- 
enues. The problem reduces itself in 
its lowest terms to a determination of 
which costs logically are operating 
expenses and which costs are capital 
charges. Eventually a code of stand- 
ard practice should be developed to 
allocate charges into proper categories. 






































by the city during 1922 and 1923. A sharp con- 
troversy occurred between those who urged the 
city to spread this unexpected cost over a long 
period by means of 20-year serial bonds and those 
who urged raising the 1925 tax rate to cover the 
entire refund from current revenues. The city 
council voted to pay the refund out of current rev- 
enues. The effect of the “pay-as-you-go” policy 
on industrial costs is more striking in this instance 
because of the fact that one industrial company, 
the Amoskeag Manufacturing Company, owned and 
paid taxes on about one-third of the total assessed 
value of the city. Property of the company was 
assessed approximately at $32,730,000 as compared 
to all other property in the city assessed at a total 
of approximately $86,140,000. The plea that the 
cost be spread over a period of years because of 
current poor conditions in the textile industry w2s 
of no avail. 
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SALES AND ORDERS AS AN AID 
IN FORECASTING' 


By EDMOND E. LINCOLN 


business, which is nation-wide in 

its scope and which produces neces- 
sities of general use, has accumulated 
many figures on annual and monthly 
sales and orders received which are of 
great historical interest to executives. 
However, to analyze, interpret, and 
relate these figures to other data in 
order to throw light on the future, made 
possible by a clear understanding of the 
past, has been a very recent develop- 
ment in management. 

Because of the rapid changes in price 
levels during the past 10 years, making 
all dollar comparisons misleading, and 
because of the rapid growth of many of 
our newer industries, making it difficult 
to determine what future trends should 
be expected, the problem of applying 
statistical analysis to future sales plan- 
ning is by no means simple. Complica- 
tions increase as the number of products 
handled and separately priced increases. 

The following brief discussion of one 
of the methods which has for several 
years been used in the Western Electric 
Company as an aid to general and spe- 
cific forecasting, is presented solely with 
a view to contributing a little toward 
the science of management. 


Presines, every well-managed 


I 


The Graybar Company (until Jan- 
uary I, 1926, known as the Supply 
Department of the Western Electric 
Company) catalogs about 60,000 dif- 
ferent items. In order to study the 





volume of sales and orders received 
with a view to establishing future trends 
and current relationships with impor- 
tant business indexes, it was, of course, 
necessary to develop an overall price 
index related to the pre-war period, 
which could be used to “deflate” the 
dollar value of sales. 

Careful analysis showed that the 
natural decreases in the price of elec- 
trical equipment as production increased 
up to 1914 very closely offset the ad- 
vancing tendency of the general price 
level during the same period, so that 
1914 was selected as our price 
base. We found, also, that in our large 
number of items sold there are 19 prin- 
cipal lines of material, representing 
from 75% to 80% of our total elec- 
trical supply sales, which may be chosen 
as typical. In some cases it was possible 
to select from these lines “key” items 
which correctly represent the price 
variations in the entire line. In other 
cases it was necessary to build up a 
composite index number for a particular 
group of items based on the selection of 
a number of “key” items within that 
group. 

After computing individual index 
numbers for each of the 19 groups by 
months, the separate indexes were com- 
bined into a composite monthly index 
number related to the average monthly 

*For help in working out the details back of this 
study, the author is indebted to J. H. Gardiner, 
formerly senior statistician of the Western Electric 
Company, and now sales statistician of the Gray- 
bar Electric Company, Incorporated, which - con- 


ducts the electrical supply business of the Western 
Electric Company. 
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price in 1914 as 100%. In making up 
this composite price index, it was found 
desirable to weight each of the indi- 
vidual indexes in accordance with the 
volume (not value) of sales in each 
representative line. For ‘“‘deflation’’ 
purposes these “variable” weights are 
essential. 

After this preliminary work, it was a 
simple matter to adjust sales and orders 
for price changes. The next problem 
was to determine sstatistically the 
“trend” or line of “normal” growth of 
sales, both in the past and in the reason- 
ably near future. 

It was not particularly difficult to fit 
curves to our past experience, although 
there have been distinctly different 
periods in our growth. A_ simple 


straight line trend (y = a + bx) took 
care of the years 1905 through 1911. 
In the latter year a number of changes 


in organization had been effected, lead. 
ing to an increase in number of sales 3 
locations, which made it necessary to 
establish a new trend line on a some. 
what higher plane. Another straight 
line trend fitted the performance be. 
tween 1911 and 1922, but by the end 
of 1923 we found that this curve was 
traveling at far too low a level. Con. 
sequently, the entire question of trend 
was reconsidered and a parabola of the 
second degree (of the general form 
y=at bet cx? + ) was found 
to fit most closely our performance 
from 1911 through 1924. At the time, 
also, this trend seemed to indicate best 
what the probable line of growth would 
be over the next few years. 

In determining the probability of 
trend, collateral studies were made of 
the expected growth in demand for 
different types of electrical materials 
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ed, lead. which we sell, such as outside construc- the trend line may soon be necessary. 
of sales .:4, material used by light and power After our trend line was tentatively 
Ssary to companies, small power apparatus, wire established, a number of practical as 
4 some- B}..d conduit and wiring supplies, incan- well as technical questions regarding 
straight Bi descent lamps, electrical appliances, seasonal variation had to be settled. As 
ance be. BP .od the like. This necessitated a con- in the case of the trend line, there also 
the end BM .:jeration of possible growth in many seems to have been a considerable 
ive was Be: dustries which use electrical material. amount of shifting in our seasonal fac- 
|. Con. In this connection it should be noted tors over a period of years. We finally 
of trend BR nat changes in managerial policy lead- employed the so-called ratio-to-trend 
la of the ing to more aggressive sales methods, method, relating price-adjisted sales 
al form Mor the establishment of additional sales for each month during the years 1911 
as found HB locations, may definitely affect the direc- to 1923 to the “normal” or trend value 
ormance BP tion of growth of any business. The for that month and deriving a typical 
the time, opening of several new locations by the percentage ratio therefrom. Our trend 
cate best Graybar Electric Company during the line for orders received is the same as 
h would past year, together with changes in that for sales. However, the seasonal 
eS organization and personnel, have prob- variation is quite different. 
ility of BP ably resulted in establishing the future Having made these various statistical 
nade of BP line of growth on a somewhat higher adjustments, orders and sales were 
ind for BP level than would be indicated by past related to the estimated “normal” line, 
iaterials HB experience, so that a recomputation of as shown in Chart I, a three months’ 
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moving average being used in order to 
smooth out erratic fluctuations. The 
“general business” curve constructed by 
the statistical department of the Amer- 
ican Telephone and Telegraph Com- 
pany (representing volume of activity 
in leading industries) was also plotted 
on the same chart in order to show 
important relationships between the 
electrical supply business and general 


business activity, as an aid to more’ 


definite forecasting. 

A number of interesting relationships 
will be apparent to the reader. How- 
ever, it is significant to note that as a 
forecasting index the statistically ad- 
justed curve of monthly orders received 
anticipates the other indexes and has 
for several years given a definite signal 
of downturn in general business activity 
well in advance. 


Enea 


It is a characteristic of this adjusted 
“orders” curve always to come to a 
sharp and almost knife-edge peak be. 
fore turning down. The ascent to this 
peak, as well as the decline from the 
peak, is always abrupt. In general, 
when our “orders’’ curve has advanced 
rapidly for about three months from a 
position near “normal,” a quickly ap. 
proaching peak in orders is indicated, 
which will ordinarily be followed within 
three months or less by a peak in sales, 
and within a short time by a downturn 
in general business activity. 

As a matter of fact, when the 
“orders’’ curve has risen sharply above 
“normal” for even two months, it has 
been found wise to watch inventories 
and receivables closely. It should also 


be noted that as a result of the greater 
assurance in forecasting which this 
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Chart II 


RELATION OF COMMITMENTS AND MERCHANDISE 
TO ORDERS ON HAND AND TO SALES 


at Cost Price 
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statistical study has made possible, the 
fuctuations in sales have grown com- 
paratively mild during the past few 
years, although the “orders” index is 
still very sensitive to business sentiment. 


I] 


This statistical study indicates only 
one of numerous methods of managerial 
control which can be used to advantage 
in any large company. In this connec- 
tion, however, it may be interesting to 
call attention to the fact that depend- 
able information on the future, gained 
through such studies as these, has aided 
in helping to control investment in 
inventory and receivables and in increas- 
ing the turnover of investment, as 
shown in Charts II and III. 

In view of the fact that the general 
tendency of the sales prices of electrical 
supplies has been definitely downward 
during the past three years, and com- 
petition has been increasingly keen, 
leading to a very narrow net profit 
margin per unit of goods sold, it is 
apparent that profits depend more and 
more upon a high rate of turnover of 
investment. 

Finally, it should be noted that a 
study of this sort can aid very mate- 
rially in the problem of forecasting 
sales over a considerable period in the 
future. To be sure, it is always im- 
portant for the managers of the various 
houses to build up their estimates of 
probable sales both by lines and by terri- 
tories, these estimates to be coordinated 
and checked by the central management 
in the usual manner. However, an in- 
dependent statistical forecast of prob- 
able sales, based on a study of past 
performance and a relation of this per- 
formance to probable future growth as 
influenced by busiuess conditions, is 
always a valuable check on sales budgets 
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which are made up from the accounting 
point of view, or perhaps are based 
largely on the non-statistical judgment 
of people in the field. From a mana- 
gerial point of view, it is usually impor- 
tant to approach future estimates from 
several different angles. 

Each year an attempt is made by 
statistical methods, checked by a care- 
ful study of probable developments in 
various industries, to forecast sales 
ahead for a five-year period. In making 
these forecasts such factors as the fol- 
lowing must be closely related: (1) 


Chart III 


Turnover of Investment 
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general business activity and its relation 
to the estimated “normal,” year by 
year; (2) estimate of the trend of sales 
and relation to “normal”; (3) the 
future general price level and its fluc- 
tuations; (4) our estimated price index 
and its relation to the general price 
level and to general business activity. 

After having set up the estimates 
year by year along these lines, it is a 
simple matter to translate back into 
actual dollar sales values. In passing, 
it may be interesting to note the follow- 
ing percentage relations between actual 


sales and estimates made by the method 
above indicated. In most cases these 
estimates were made about one year 
ahead of the actual results. 

Percentage Estimates 


Differed from 
Actual 


In making future sales estimates for 
control purpose, it is always the aim to 
err on the Jow side rather than the 
No profits are lost in this 
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RECENT DEVELOPMENTS 
IN FEDERAL RESERVE POLICY 


By JOSEPH B. HUBBARD 


I 


cism of the Reserve Banks 
which arose from agricultural 
depression in 1920-1921, increasing 
attention has been given to the bearing 
of Federal Reserve policy and opera- 
tions on general business conditions. At 
least by the middle of 1922—in so far 
as such dating is possible—business had, 
in general, emerged from the abnormal 
situation created by the war and the fol- 
lowing depression. Although conditions 
in some respects have subsequently 
remained exceptional, the problems 
faced by the administrators of the 
Reserve System are those likely to arise 
under normal peace-time operation. 
Under such conditions a growing sys- 
tematization of policy has been pos- 
sible; and, in recent statements by the 
Reserve Board concerning the relation- 
ship of the Reserve Banks’ operations 
to the money market, a detailed account 
of their methods and operations has 
been presented.1 The proposal made 
in the last Congress that Federal 
Reserve policy should have special ref- 
erence to commodity prices, which was 
embodied in the Strong bill, resulted in 
a series of hearings this spring which 
gave added publicity to the methods 
and purposes through which the Re- 
serve Banks influenced the money mar- 
ket, and hence the business situation. 
In so far as conditions since the mid- 


G sa the subsidence of the criti- 


"See Annual Report for 1925. 


dle of 1922 have been exceptional, they 
have, on the whole, both facilitated 
those operations of the Reserve Banks 
designed to affect the money market, 
and favored their effectiveness. The 
gold holdings of the system have been 
very large, so that the Reserve Banks 
have not been forced to take action 
looking toward the protection of their 
reserves. This condition has left them 
in a peculiarly advantageous position to 
adjust their policies on the basis of the 
business and credit situation. More- 
over, since credit resources have been 
very large, the Reserve Banks have 
been able to influence the money market 
on the side of firmer rates, when this 
seemed advisable, without the danger 
of producing a real stringency, and have 
been able to use these resources in the 
purchase of securities, and thus ease the 
money market, when that course seemed 
desirable. Another factor favoring the 
reserve authorities has been the conser- 
vative—and at times apprehensive— 
temper of business men, which has 
prompted them to adjust their opera- 
tions quickly when credit conditions 
have given evidence of firmness. Fur- 
thermore, the high efficiency of trans- 
portation service has greatly facilitated 
rapid changes in business policies. 


II 


The influence of Reserve Bank 
operations is, of course, exerted directly 
on the money market, and only indi- 
rectly felt in commercial and trade 














48 HARVARD BUSINESS REVIEW 


activity. The policy of the Reserve 
Banks toward the money market finds 
its expression in (1) rediscount rates; 
(2) purchases and sales of securities 
(almost entirely governmental); and 
(3) operations in the acceptance mar- 
ket. Regarding the first, the Federal 
Reserve Act provides that rates “shall 
be fixed with a view to accommodating 
commerce and business.” No similar 
statutory provision is made regarding 
the purchases of securities or accep- 
tances, but early in 1923 the Reserve 
Board passed a regulation that “the 
time, manner, character, and volume of 
open-market investments purchased by 
the Federal Reserve Banks be governed 
with primary regard to the accommoda- 
tion of commerce and business and to 
the effect of such purchases or sales 
upon the general credit situation.”” This 
regulation places upon a uniform basis 
action regarding discount rates, buying 
rates on bankers’ acceptances, or pur- 
chases and sales of government or 
other securities. In practice, the open- 
market operations of the Reserve 
Banks are at present carried out by a 
committee of operating officers of the 
Reserve Banks, which makes recom- 
mendations to the Federal Reserve 
Board and to the directors of the 
Reserve Banks.’ 

That rediscount rates influence open- 
market money rates is obvious, and for 
our purpose requires no comment. Pur- 
chases and sales of government securi- 
ties by the Reserve Banks influence 
interest rates through their effect upon 
the supply of funds available to the 
money market; purchases increase this 
supply and so tend to ease rates, while 
sales (and the failure to repurchase 
when securities mature) decrease the 
~* Tevelfth Annual Report of the Federal Reserve 


Board (1925), p. 14; Tenth Annual Report of the 
Federal Reserve Bank of New York (1924), p. 12. 


supply of funds in the market and 50 
tend to harden rates. These transac. 
tions of the Reserve Banks are indicated 
by the volume of securities held, as 
reported in the weekly statements of 
the Reserve Board. A downward 
movement of these investments tends 
toward firmness of money rates in the 
open market, and an upward movement, 
toward ease. 

Another aspect of these transactions 
is their effect on rediscounting. In a 
typical instance, a purchaser of govern- 
ment securities sold by the Reserve 
Bank pays by drawing on a member 
bank for payment to the Reserve Bank, 
thereby reducing the member bank’s 
balance with the Reserve Bank; and 
this reduction tends to increase redis- 
counting, since by means of rediscount- 
ing the member bank increases its 
balance with the Reserve Bank. Pur- 
chases have an opposite effect, since they 
supply the banks with funds which may 
be used to reduce rediscounts. Sales of 
security holdings by the Reserve Banks, 
it is to be noted, result in an increased 
volume of the amount of credit brought 
directly under the influence of redis- 
count rates. 

In dealing with the acceptance mar- 
ket, the Reserve Banks from time to 
time establish buying rates at which 
they stand ready to purchase all 
acceptances offered to them which meet 
certain specifications. It is the practice 
of the Reserve Banks to hold such 
acceptances to maturity, except when a 
definite resale agreement is made at the 
time of purchase.’ Since the Reserve 
Banks frequently hold a considerable 
portion of the acceptances outstanding, 
their buying rates obviously exert 2 
very direct influence upon acceptance 





*Purchases under resale agreement in 1925 
amounted to 59% of purchases from dealers and 
non-member banks and 43% of total purchases. 
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rates in the open market. Changes in 
open-market rates, indeed, usually re- 
spond to changes in the Reserve Banks’ 


buying rates. 
Il 


In their transactions in government 
securities, the initiative lies with the 
Federal Reserve Banks, so that system- 
atic changes in the volume of their 
security holdings clearly reflect Federal 
Reserve policy. On the other hand, 
fuctuations in the Reserve Banks’ hold- 
ings of acceptances—since in such 
transactions the initiative lies in the 
hands of those dealing with the Reserve 
Banks—are not generally indicative of 
reserve credit policy. They reflect, 
rather, changes in the demand for credit 
on the part of business, and their move- 
ments are predominantly of a seasonal 
character, as may be seen from the chart 
on page 50. Thus, a large increase in 
acceptance holdings takes place between 
the middle of August and the end of 
the year, accompanying the seasonal 
expansion both of domestic and export 
trade. On the other hand, the amount 
of government securities held by the 
Reserve Banks show no such regular 
adjustment to seasonal demands. 

Through adjustment of their hold- 
ings of government securities, how- 
ever, the Reserve Banks act to 
stabilize the money market at the 
middle of the quarterly months 
(March, June, September, and Decem- 
ber), when income taxes are being 
collected by the Federal Government 


“Acknowledgment is hereby made to the Har- 
vard Economic Service for permission to use this 
chart. 

*For a more extended discussion of the general 
¢conomic situation during the years 1922—mid- 
1925, see W. L. Crum, “The Interpretation of the 
Index of General Business Conditions,” Supple- 
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and maturities and flotations of the 
governmental short-term debt occur. 
These large fiscal transactions, unless 
countervailing provisions were made, 
would result in considerable disturbance 
to the market, since government pay- 
ments tend to exceed receipts by large 
sums during a day or two, while re- 
ceipts later exceed disbursements. To 
avoid the effect which this rapid shift- 
ing of funds would have on money 
rates, and to meet the deficit which 
might result in treasury funds, the 
Reserve Banks at this time purchase 
special one-day treasury certificates 
from the government. These day-to- 
day transactions are often large, some- 
times as high as $500,000,000 during 
the entire tax period. They usually 
produce a conspicuously high point in 
the Reserve Banks’ holdings of securi- 
ties on the day when the weekly report 
is made; while the Reserve Banks’ 
holdings of other government securities 
at this time are affected also by 
maturities and flotations of the govern- 
mental short-term debt. These factors 
produce irregularities in the volume of 
the Reserve Banks’ holdings of securi- 
ties at the middle of the “quarterly” 
months, which appear conspicuously 
when the weekly figures are plotted 
(Chart I).* 

The remaining sections of this 
article summarize briefly the course of 
Reserve operations, in their relations to 
credit and business conditions during 
the past four years, and present certain 
general conclusions concerning the in- 
fluence exerted by these operations.° 


ment to the Review of Economic Statistics, Sep- 
tember, 1925, pp. 228-234. The operations of the 
Bank of England during the period of the restora- 
tion of the gold standard form an interesting 
parallel to the developments in central banking 
in the United States. See Midland Bank, Limited, 
Monthly Review, March-April, 1926. 
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IV. (Mid-1922-1923) 


By the middle of 1922, a vigorous 
business recovery had been in progress 
for some time. Stock and commodity 
prices were rising, and commercial 
activity was rapidly expanding. Money 
conditions, nevertheless, were distinctly 
easy. Open-market interest rates were 
still declining; and reductions were 
being made in the rediscount rates of 
the Federal Reserve Banks, which, by 
the middle of August, brought such 
rates to 4% for three of the more im- 
portant Reserve Banks (Boston, New 
York, and San Francisco), and to 
4%% for the remaining Reserve 
Banks.° 

Signs of change in money conditions 
appeared by mid-August, 1922, and the 
subsequent rise of rates—interrupted by 
a slight decline in January, when the 
market is usually eased by seasonal 
factors—lasted until near the end of 
March, 1923. This increase in money 





*For a chart of open-market rates, 1922-1925, 
see Harvard Business Review, April, 1926, p. 320. 
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rates was, on the whole, rapid, rates for 
prime commercial paper reaching 
to 544% in the second half of Mane ; 
1923, compared with 334% to 4% at 
the end of the preceding August. 
Reduction in the holdings of govern. 
ment securities by the Reserve Banks 
tended to accelerate this advance of 
money rates; and, at the end of Febry. 
ary and beginning of March, increases 
in rediscount rates were made by the 
Boston and New York Reserve Banks 
(February 23) and by the San Fran. 
cisco bank (March 5). At the middle 
of June, 1922, as may be seen from the 
chart, security holdings of the Reserve 
Banks had amounted to over $600, 
000,000. A gradual decrease took 
place during the summer and early 
autumn, followed by a sharp reduction 
in the second half of October and in 
November, and, after a temporary in. 
crease at the turn of the year, liquida- 
tion was again resumed. Thus, security 
holdings of the Reserve Banks were 
brought down to about $250,000,000 
at the end of March, 1923, and to 


























































































































Chart I | 
Federal Reserve Bank Holdings 
| Acceptances, Securities, Weekly, 1922-1926 
(Unit: $1,000,000) 
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$100,000,000 at the beginning of July. 

Toward the end of 1922 and early 
in 1923, business expansion had been 
rapid, and certain developments in the 
situation had begun to cause apprehen- 
sion concerning the soundness of busi- 
ness conditions. Among these, the 
most conspicuous were the great 
activity in building construction and the 
very large output of automobiles. The 
tendency of the rapid increase of inter- 
est rates just discussed was to retard 
the rise in security markets and the 
increase of business activity. More- 








rom the over, there appeared, early in the 
Reserve spring, a number of cautionary state- 
$600,. ments on the part of certain public 
1 took oficials and recognized business lead- 
early ers, which gained added effectiveness 
-duction from the fact that the disastrous con- 
and in sequences of the inflation of 1919-1920 
ies iB were still fresh in the minds of business 
iquida-§ nen. A break in the stock market at 
Security B the end of March had the usual dis- 
ote *B quieting effect, and by June a downward 
000 § movement in commodity prices and a 
and tof decline in business activity were well 
——— under way. 

By the end of the first half of 1923, 
the pressure toward higher money 
rates exerted through rapid liquidation 

ail of securities by the Reserve Banks came 

j—to an end. During the remainder of 

600 |@the year, the volume of securities held 

| by these banks changed but little, while 

500 ||™ Tediscount rates remained at 414% for 

all 12 of the Reserve Banks. Open- 
400 |B market rates eased promptly in the 
late spring and early summer, as the 

300 |B result of the business recession and im- 

portation of gold on a substantial scale; 

200 and the money situation continued rela- 

mat tively easy during the rest of the year, 
although an advance of money rates (in 

- response to the usual seasonal influ- 


ences) took place in the late summer 
and early autumn. By the final quarter 
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of 1923, business conditions generally 
had reached a state of equilibrium. 


V. (1924) 


From the beginning of 1924 until 
late in that year, the influence of 
Reserve Bank operations was continu- 
ously and emphatically exerted to ease 
the money market. Thus, in the first 
g months of the year, purchases of 
government securities increased the 
Reserve Banks’ holdings from approxi- 
mately $100,000,000 to approximately 
$600,000,000. The first reduction of 
rediscount rates from the 44% % figure 
in force at all the banks at the begin- 
ning of the year was made on May 1, 
by the New York bank; and subsequent 
reductions by this and the other Re- 
serve Banks brought rediscount rates, 
by the end of August, to 3% at New 
York; to 3%% at Boston, Philadel- 
phia, Cleveland, and San Francisco; 
and to 4% at the remaining banks, 
with the exception of Minneapolis, 
where reduction to this figure was made 
in October. 

Other influences were likewise tend- 
ing to ease the money market. Business, 
which had improved at the end of 1923 
and during the first two months of 
1924, underwent a considerable re- 
cession in the months immediately 
following; commodity prices dropped 
sharply; and the volume of manu- 
facturing output was severely curtailed. 
Throughout the first half of the year, 
gold imports were large, and the 
inward movement continued until No- 
vember. These influences combined to 
produce a sharp decline of interest 
rates, and, by the middle of the year, 
money conditions had become abnor- 
mally easy. Thus, prime commercial 
paper, which had stood at 434% to 5% 
at the close of 1923, dropped to the 
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extremely low rate of 3% to 3%4% at 
the end of August, 1924, and remained 
at this level until mid-November. 

The rapid easing in money rates 
facilitated the readjustment in business, 
and, by the middle of the summer, the 
business situation showed signs of 
stabilization, and security markets were 
again advancing. A vigorous business 
recovery followed, and the last two 
months of the year witnessed a rapid 
increase in security prices and a pro- 
nounced acceleration in the pace of 
business expansion. 


VI. (1925-1926) 


With the substantial rise in the vol- 
ume of business activity toward the end 
of 1924, interest rates again turned 
upward. At this juncture, when con- 
siderable apprehension had again 
appeared over the high level of 
speculative activity and the rate of 
output in certain lines of manufacturing 
production, the influence of Federal 
Reserve operations began to be exerted 
on the side of higher rates. Thus, 
between the beginning of December, 
1924, and the end of March, 1925, 
their holdings of securities were reduced 
from about $600,000,000 to less than 
$350,000,000; and, at the end of Feb- 
ruary, the New York Reserve Bank 
advanced its rediscount rate to 3%%, 
the rate then in force at Boston, Phila- 
delphia, Cleveland, and San Francisco. 
Meantime, open-market money rates 
had been rising, partly as the result of 
a considerable exportation of gold; and 
in March, when this advance termi- 
nated, rates, though moderate, were 
considerably above the abnormally low 
levels of the preceding summer. Prime 
commercial paper reached 4% at the 
middle of March, 1925, as against 
3% to 3%% in November, 1924. 


The tightening in the credit situation 
led to a temporary interruption jn 
speculative activity; and a moderate 
decline in commodity prices, and a con. 
traction of manufacturing output, took 
place. The recession was of smaller 
magnitude than in either of the preced. 
ing two years, however. Interest rates 
again eased promptly, thus favering a 
rise in security prices, which was well 
under way by May; and, by autumn, 
business had again become very active, 

In the 12 months following March, 
1925, the securities held by the 
Reserve Banks, though showing some 
considerable minor fluctuations, were 
kept at about a constant level. In so 
far as security transactions are con- 
cerned, therefore, the money market 
was left free to respond to other busi- 
ness and financial influences during 
these 12 months. Following the easing 
in the late spring and early summer, 
open-market rates moved up gradually, 
and by October prime commercial 
paper had reached 4%% to 4%%, 
compared to 334 % to 4% at the middle 
of the year. It was not till November, 
however, that increasing firmness in the 
open market led to advances in redis- 
count rates, and, in that month, the 
Reserve Banks on a 3% % basis, with 
the exception of New York, advanced 
their rates to 4%. The advance in 
New York took place in January, 1926 
—a time well suited to creating as little 
disturbance as possible in the business 
and financial situation. 

At the opening of 1926, certain dan- 
ger points in the economic situation had 
become pretty generally recognized. 
The building program, as indicated by 
contracts awarded, had reached huge 
proportions, and speculation in stocks 
and real estate had admittedly exceeded 
conservative bounds. Merchandising 
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other hand, were being generally con- 
ducted in a conservative manner, while 
a decline in commodity prices, which 
had taken place in the last quarter of 
1925, was mainly the result of lower 
prices for export commodities (largely 
agricultural). Toward the end of Janu- 
ary, however, prices of certain other 
important raw materials also began to 
display weakness, and the declines in 
commodity markets became widespread 
in February. Early in March there 
occurred a spectacular break in stock 
prices, and subsequent declines were 
substantial. By May, however, com- 
modity prices began to show signs of 
stabilization, and a vigorous advance in 
stock prices occurred late in that month 
and during June. During the half 
year, the volume of business transac- 
tions (as measured by bank debits) 
underwent a very gradual contraction, 
and manufacturing output showed con- 
siderable curtailment. 

In 1926, easing of interest rates 
began very promptly after the passing 
of the usual spring demands for sea- 
sonal credit accommodation. Gold im- 
ports and liquidation of stock-market 
loans contributed to the easing of rates, 
and, after the end of March, the Re- 
serve Banks began to add moderately to 
their holdings of securities. Such hold- 
ings reached $400,000,000 in May, and, 
at the end of the half-year, following the 
irregularities which accompanied the 
June tax period, were only slightly 
below that figure. The Federal Re- 
serve Bank of New York, moreover, 
lowered its rediscount rate very 
promptly after the appearance of easier 
conditions in the money market. This 
reduction—to 3% % on April 22—was 
not followed by reductions at the other 
Reserve Banks, however; so_ that, 
except at New York, a 4% rediscount 
rate was in force at the end of June. 


Meanwhile, prime commercial paper 
rates had fallen from 44% to 4%% 
early in March to 3%4% to 4%. After 
June interest rates again began to ad- 
vance, and on August 13 the rediscount 
rate at New York was raised to 4%. 
It is noteworthy that this increase was 
made early in the period during which 
open-market rates usually rise under 
the influence of seasonal demands for 
credit (July-October). 


Vil 


It is possible to draw certain general 
conclusions as to the intent and effect 
of the Reserve operations summarized 
in the preceding sections, especially 
during the earlier years of the period. 
Thus, whenever business expansion had 
become rapid, and there had appeared 
evidences of developments which might 
lead to inflation, the influence of the 
Reserve operations was exerted on the 
side of higher money rates, and hence 
tended to restrain the development of 
excesses. This restraining influence 
appears most obviously in 1923, and 
was again exerted early in 1925. On 
the other hand, when business was 
receding, and there appeared the possi- 
bility that an old-fashioned depression 
was impending, Reserve operations 
tended to ease the money market, and 
hence to exert a stabilizing or stimulat- 
ing effect on business. The most con- 
spicuous instance was in 1924. Thus 
Reserve operations have been, in gen- 
eral, a stabilizing element in the busi- 
ness situation. The period, as a whole, 
has been one of active business, marked 
by short periods of expansion and reces- 
sion, which, however, did not go to the 
lengths of either a boom or a depres- 
sion, such as those which occurred in 
1907-1908 and in 1919-1920. It is 
clear, moreover, that Federal Reserve 
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operations contributed materially to- 
ward bringing this condition of 
stabilization. 

During the later part of the period 
—mid-1925 to the present—the rela- 
tionship between Federal Reserve 
operations and general credit and busi- 
ness conditions is not so clear cut, and 
the effect of the measures adopted has 
not yet been fully worked out. In the 
earlier years, changes in the volume of 
securities held by the Reserve Banks 
furnished unmistakable evidence of the 
direction in which Reserve policy was 
influencing the money market. With 
the exception of a few weeks in the 
spring of 1926, the volume of security 
holdings did not, after the middle of 
1925, display any systematic movement, 
as may be clearly seen from the chart. 
Prior to the advances of rediscount rates 
in November, 1925, and in January and 
August, 1926, security transactions of 
the Reserve Banks were not used to 


hasten the advance of rates in the open 
market, as was the case early in 1923, 
and again early in 1925, before ad- 
vances in rediscount rates were made in 


those years. Under the conditions 
which obtained in the fall of 1925, the 
maintenance of security holdings at a 


constant level is to be interpreted as 
favoring easy money. Moreover, dur. 
ing the summer and autumn of 1925, 
system funds were available to the 
open market through the purchase of 
indorsed acceptances at a rate 4% 
below the New York rediscount rate. 

The advances of rediscount rates by 
certain of the important Reserve 
Banks in November, and by the New 
York Reserve Bank in January, clearly 
recognized the changed credit condi. 
tions which had resulted from active 
speculation in stocks and the large vol- 
ume of business transactions during the 
closing months of 1925. On the other 
hand, these advances—especially that 
at New York—came at times which 
would produce as little disturbance as 
possible to credit and business, and 
certainly represented much milder 
forms of restraint upon the situation 
than those used by the Reserve author- 
ities in 1923, or at the beginning of 
1925. At the present writing, it is still 
too early to judge of the effectiveness 
of these measures, and of the subse- 
quent changes in the rediscount rate at 
New York, toward promoting that sta- 
bility of conditions which has character- 
ized business during recent years. 
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ECONOMIC ASPECTS OF AMERICAN 
FOREIGN TRADE 


By HENRY REED BOWSER 


1926, imports of merchandise 

into the United States exceeded 
merchandise exports for 4 consecutive 
months. With a single exception this 
constituted the most protracted “unfa- 
vorable balance” of trade in more than 
30 years. Under these circumstances it 
is not surprising that a situation so new 
to the present generation of business 
men should have focused the attention 
of bankers, manufacturers, merchants, 
and economists alike upon the subject 
of the business relations of the United 
States with foreign countries. It is, 
therefore, timely to survey the causes 
leading up to and underlying the pres- 
ent state of American foreign trade. 


Cre6, inpaate in January, 


I 


Before proceeding to a detailed anal- 
ysis of the forces at work in 1926, it 
is desirable briefly to survey in per- 
spective the outstanding characteristics 
of the foreign trade of the United 
States, both before and after the out- 
break of the World War in 1914. 

For about 15 years previous to that 
date it had become the customary thing 
to look, with a considerable degree of 
certainty, for a new high record in the 
volume of foreign trade each year. In 
fact, the rate of growth, both in exports 
and in imports, was remarkable for its 
uniformity and regularity from year to 
year. And year after year the former 
exceeded the latter by about $500,000,- 
000. Only once between 1897 and 


1914 did the so-called “favorable” 
balance of trade drop as low as $250,- 
000,000 in any one calendar year. In 
1913 it amounted to about $700, 
000,000. But notwithstanding the 
seemingly uniform growth in foreign 
trade throughout this pre-war period, 
there was a significant evolution taking 
place in the character of exports from 
this country. 

For the purposes of this article it 
is sufficient to classify the foreign trade 
of the United States into two major 
inclusive groups of commodities: (a) 
“Crude Materials,” which include raw 
foodstuffs, animals, and other raw 
products, such as cotton, and (b) 
“Manufactured Products,” which in- 
clude manufactured foodstuffs, semi- 
manufactured materials, and finished 
manufactures. 

Previous to 1884 exports of crude 
materials ordinarily exceeded exports 
of manufactured products by a consid- 
erable margin; then for more than a 
decade the two groups were about 
equally divided; finally, towards the 
close of the last century, exports of man- 
ufactured goods came to exceed exports 
of crude materials year after year by 
an ever-increasing margin. By 1913 
exports of manufactured products had 
risen to over 60% of all exports, while 
crude materials were running second 
best at about 40% of the whole. 

On the other hand, imports of crude 
and of manufactured materials were 
substantially equal in volume in 1913, 
the latter exceeding the former by a 








56 HARVARD BUSINESS REVIEW 


narrow and decreasing margin each 
year. Furthermore, export and import 
trade in crude materials was about 
balanced, so that the annual excess of 
total exports above total imports of all 
kinds of merchandise—that is, the so- 
called “favorable” balance of trade— 
was largely a reflection simply of the 
amount by which sales of manufactured 
products to foreigners exceeded pur- 
chases of other manufactured products 
from abroad. Such, in brief, is a pic- 
ture of the foreign trade of the United 
States at the outbreak of the World 
War. 

Charts I, II, and III show the enor- 
mous impetus given to American foreign 
trade during the war and post-war 
periods from 1914 to 1920. In the 
short space of seven years the total 
export trade of the United States rose 


from $2,500,000,000—considered high 
in 1913—to over $8,200,000,000 in 
1920. Imports rose somewhat les; 
rapidly. Consequently the $700,000,000 
1913 favorable balance of trade was 
quadrupled in 1920. Then followed 
two years of severe readjustment dur. 
ing which the value of annual exports 
was reduced by some $4,400,000,000 
—that is, in 1922 it was reduced to less 
than one-half of the 1920 total. Even 
under these conditions, however, ex. 
ports continued to exceed imports by a 
liberal balance, since the latter also 
declined sharply. In 1923, 1924, and 
1925 the upward trend of both exports 
and imports of merchandise was 
resumed in an orderly manner. 
Throughout the war and post-war 
period, but especially in 1919 and 1920, 
the unprecedently high price level 
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accounted for much of the increase in 
foreign trade. The Department of 
Commerce has estimated that on the 
basis of 1913 as 100 the maximum 
physical quantity of American merchan- 
dise exports rose only 42% (in 1919) 
while the maximum dollar value rose 
some 231% (in 1920). In 1925 the 
total value of export trade was about 
twice as large as in 1913, as a result 
of a 37% increase in the physical vol- 
ume of commodities shipped, combined 
with a 44% increase in average prices 
of exports. On the other hand, the 
total physical volume of goods exported 
in 1925 was within 3% of the post-war 
maximum, whereas the dollar value of 
these same exports was some 40% 
below the post-war dollar value peak. 

It is illuminating to consider some of 
the points of similarity and of contrast 
in the foreign trade of the United 
States in 1913, just previous to the out- 
break of the war, and in 1925. The 
outstanding similarities may be sum- 
marized briefly: 


(a) Exports of merchandise exceeded im- 
ports in both years by practically the same 
amount—$700,000,000. 

(b) Manufactured products constituted ap- 
proximately 60% of all exports, both in 1913 
and in 1925. 

(c) Nevertheless, raw cotton was the back- 
bone of the export trade, amounting to more 
than 20% of all exports both in 1913 and in 
1925. On the other hand, there is an ele- 
ment of safety in the fact that the major 
group of exports (manufactured products) is 
well diversified, both as regards products and 
country of destination. 

(d) Europe was our best customer, both 
before and after the war, normally taking 
over half of all our merchandise exports. 

(e) Trade with Europe, as was the case 
Previous to 1913, was still far from balanced 
In 1925, exports normally averaging about 
twice as much as imports. 

(f) About half of our exports to Europe 
consisted of crude materials; these approxi- 
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mately balanced all imports of every descrip- 
tion from Europe, leaving our exports of 
manufactured goods, consisting in large part 
of manufactured foodstuffs, entirely unbal- 
anced, so far as trade with Europe was con- 
cerned. 

(g) Next to Europe, more goods were sold 
to neighboring North American countries 
than to any other continent, exports to other 
countries in North America amounting to 
about half of those sent to Europe, and closely 
approximating the value of goods sold to the 
United Kingdom alone. 


If it is fair to assume that the char- 
acteristics of foreign trade in 1913 were 
reasonably typical of normal conditions 
before the war, it would seem, there- 
fore, that in many respects the foreign 
business relations of the United States 
had once again become readjusted to a 
normal basis in 1925. Such a conclu- 
sion, however, is not in accordance with 
the facts, because fundamental changes 
have taken place over the period of the 
past 12 years which entirely alter the 
relations of this country with the rest 
of the world. The principal respects 
in which foreign trade in 1925 differed 
from that in 1913, and a few of the 
underlying causes, are suggested below: 


(a) While both crude and manufactured 
goods exported, as well as manufactured 
goods imported, each doubled in value in 
1925, as compared with 1913, crude mate- 
rials imported almost tripled. 

(b) Consequently, crude imports consider- 
ably exceeded both crude exports and manu- 
factured imports, reversing the 1913 
relationship. 

(c) Maladjustment’ in the price level as 
between different commodities was much 
greater in 1925 than in 1913, and was par- 
ticularly noticeable in the case of rubber and 
silk. 

(d) The United States was transformed 
from the position of a debtor country in 1913 
to that of a creditor nation in 1925. 


I] 


While in some degree due to unequal 
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variations in commodity prices, never- 
theless the changes which have been 
creeping into the foreign trade of the 
United States since the spring of 1925 
(see Charts IV, V, and VI) and which 
were becoming more obvious from 
month to month during the early part 
of 1926, were, in large degree, the 
natural result of the newly achieved 
creditor position of the United States. 

The general price level in 1925 aver- 
aged about 60% above that of 1913. 
Unfortunately, however, there was a 
considerable degree of maladjustment 
as between the prices of different com- 
modities. This necessarily tended to 
distort foreign-trade values. These 
price maladjustments were felt most 
keenly in those articles which are im- 
ported from abroad in the crude state. 

The sharp upward movement in 
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crude imports during 1925 was due in 
large part to rubber, silk, and sugar. 
In the case of rubber, prices duri 

1925 rose from the abnormally low 


ber | 
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level which had obtained since the close T 
of the World War to an extremely high whic 
point which had not been duplicated 8°" 
since the early months of 1913. This § U"' 
price factor, however, accounted only the « 
for the sharp rise in rubber imports as § 9°*" 
compared with the previous two or ™ 4 
three years. As compared with 1913, othe 
the price element was a consideration §'" |‘ 
secondary to the enormous growth §'™P‘ 
which had taken place in the automo. §"**" 
bile industry. Compared with 1925, F 
the automobile industry was in its B°° ‘ 
infancy in 1913. As a result, although = 
the price level for crude rubber was not B 

materially different in 1925 from what aa 


it was in 1913, the value of crude rub- 
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ber imported into the United States 
rose from $85,000,000 in 1913 to 
$430,000,000 in 1925. 

Two other important commodities 
which have contributed largely to the 
growth in the import trade of the 
United States are silk and sugar. In 
the case of silk, both the price and the 
quantity imported doubled as compared 
with 1913. The price of sugar, on the 
other hand, was not materially higher 
in 1925 than in 1913; but the quantity 
imported, as measured in tons, had 
nearly doubled. 

Furthermore, price maladjustment 
not only related to the disproportionate 
changes taking place in different com- 
modities, but also to the lack of bal- 
ance in commodity prices in the United 
States as compared with those else- 
where in the world. It is significant 


that the declining rate of growth in 
exports last winter occurred principally 
in crude materials, and took place in 
those commodities which contributed 
most largely to the declining price lev- 
els in Europe for several months 
previous to the beginning of similar 
declining prices in this country. 


Il 


Nevertheless, the major factor un- 
derlying the changes which are taking 
place in the character of the foreign 
trade of the United States is the trans- 
formation of this country from the posi- 
tion of a debtor nation in 1913 to that 
of a creditor nation at the present time. 
It has been the experience of the past 
that, once a country has finally become 
fully matured to a creditor position, it 
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customarily has an excess of merchan- 
dise imports over and above its mer- 
chandise exports year after year. Such 
has been the experience in England for 
over half a century. In the United 
States, on the other hand, merchandise 
exports, even in 1925, were still 
exceeding merchandise imports by a 
liberal margin each month. 

The reversal of this trade balance 
during the winter and spring of 1926 
suggested the possibility that the 
United States may be approaching the 
end of the transition period, prelimi- 
nary to reaching its maturity as a 
creditor nation. Only time will tell how 
much longer this country may finance 
an excess of exports over imports by 
constantly extending additional credits 
in sufficient volume to offset the increas- 
ing return flow of incoming payments 
on account of both interest and princi- 
pal, which, it is estimated, may ap- 
proach $1,000,000,000 in 1926. 

Previous to the war, when the 
United States was a debtor country, its 
large export trade made possible the 
payment of its obligations to foreign 
creditors. During the war not only was 
this indebtedness, which had _ been 
incurred during the previous quarter 
century of industrial expansion, paid 
off, but the situation was suddenly 
reversed, the United States becoming 
the creditor. Still merchandise exports 
continued to exceed imports for seven 
years following the Armistice, partly 
because vast foreign loans continued to 
be extended by Americans, and partly 
because repayments of interest and 
principal of war loans were not being 
made in any important degree by 
European governments, except on the 
part of England. 

During the 11 years intervening 
between January 1, 1915, and January 


I, 1926, the United States rolled up a 
cumulative “favorable” balance of 
trade amounting to nearly $23,. 
000,000,000. In other words, mer. 
chandise exports of all kinds exceeded 
merchandise imports of all kinds, 
during the war and post-war years, by 
approximately $23,000,000,000. 

It was necessary for foreign pur. 
chasers of American goods to pay for 
this $23,000,000,000 excess in some 
way. Ordinarily, minor trade balances 
are settled by gold shipments. It js 
obvious, however, that it was not pos- 
sible to settle such a gigantic balance in 
that manner. In fact, only a small 
proportion of the total was paid for in 
gold, net gold imports during the period 
amounting to something over $2,- 
000,000,000. Although this net bal- 
ance of gold imports into the United 
States seems small in proportion to the 
balance due, it was an enormous figure 
in comparison with the gold reserves 
of the world. The total monetary 
stock of geld in the world is estimated 
at somewhere in the neighborhood of 
$9,500,000,000. The vast movement 
of gold towards the United States 
resulted in assembling in this country 
alone nearly half of the world’s supply. 
Therefore, even after dislocating the 
gold reserves and monetary systems of 
the world by payment of only a little 
over $2,000,000,000 out of the $23, 
000,000,000 trade balance due to the 
United States, there still remained to 
be liquidated nearly $21,000,000,000. 

About $14,000,000,000, or two- 
thirds, of this remaining balance was 
paid for through loans, made either 
directly by the United States Govern- 
ment in the form of advances to for- 
eign countries during the war, or made 
privately in the form of foreign 
securities purchased by investors in the 
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United States. The remaining balance 
of some $7,000,000,000 was financed 
partly by the return of American se- 
curities from Europe during the war, 
partly by some other form of credit, 
such as bankers’ acceptances, open trade 
accounts, and so forth, still outstanding, 
and was partly counterbalanced by the 
ever-increasing volume of tourists’ ex- 
penditures abroad, immigrants’ remit- 
tances, charges for services, and other 
invisible factors. These more or less 
unmeasurable “invisible imports” were 
estimated by the United States Depart- 
ment of Commerce to be running at 
the rate of close to $1,000,000,000 
annually in 1925. As a generalization 
of present-day conditions it may be 
said that in 1925 tourists’ expenditures 
and immigrants’ remittances together 
somewhat more than counterbalanced 


the excess of merchandise exports, 
including motion-picture royalties; and 
that United States currency returned 
from abroad and new loans extended 
nearly counterbalanced receipts of in- 
terest, principal, and purchases of 
securities from abroad. 


IV 


It is clear, therefore, that the rapidly 
expanding export trade of the United 
States since 1915 was made possible by 
creating credits in this country by means 
of which foreign purchasers could post- 
pone ultimate payment for merchandise 
bought in the United States. In the 
case of credits established by means of 
long-term government and _ private 
loans, this ultimate payment was post- 
poned, in some instances, to the next 
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generation. Such loaning and reinvest- 
ing of interest payments abroad, if 
continued, may postpone for some time 
to come, but probably cannot perma- 
nently prevent an ultimate overturning 
of the trade balance, if payments of 
interest and principal are to be 
required. 

The United States is no longer a 
debtor country. Vast sums are due to 
it by nearly every commercially impor- 
tant nation in the world. If it is to 
fill the position of a fully matured 
creditor country, it must expect, sooner 
or later, so to adjust its foreign trade 
as to meet the conditions usually 
obtaining in a creditor country. In 
other words, it should expect normally 
to import at least as much merchandise 
and invisible services as it exports. 
Putting the same thought in another 
way, it should spend its excess gold to 
pay for foreign commodities, services, 
and other invisible factors in _ its 
relations with other countries. Ameri- 
cans can spend their money abroad to 
the greatest economic advantage to 
themselves by buying raw materials and 
such goods as art treasures and manu- 
factured products dependent for their 
value upon skilled craftsmanship. 

Such expenditures, if wisely made, 
tend to put money into countries where 
the stock of gold is inadequate to sup- 
port their credit structures; and by 
strengthening the credit structures of 
impoverished European countries trade 
is stimulated and purchasing power is 
increased. This transfer of credit can 
be accomplished only temporarily 
through the medium of loans, which 
must ultimately be repaid. 

It does not necessarily follow that 
the exports of the United States must 
be materially curtailed. It simply 
means that the volume of imports, 


including tourists’ expenditures, immi. 
grants’ remittances, and other invisible 
factors, should substantially balance the 
volume of exports, including interest 
and principal due on foreign loans, 
This can most satisfactorily be accom- 
plished by increasing both visible and 
invisible imports more rapidly than 
exports. Not only is it to be anticipated 
that the import trade of the United 
States will become increasingly impor- 
tant relative to its export trade, but it 
is desirable that an absolute growth 
should also take place. Rising imports 
are essential to the maintenance and 
future expansion of American export 
trade. Without increasing imports, 
both visible and invisible other than 
capital, the yearly increasing payments 
due to this country on account of inter- 
est and principal of debts will soon 
choke off its export trade. In either 
case, imports may be expected to equal 
or exceed exports. Obviously, it is 
more desirable to bring this relationship 
about by expanding the former than by 
curtailing the latter. 

The fact that the United States 
could so long continue to export greatly 
in excess of its imports, in spite of its 
position as a creditor nation, was due 
to the abnormal conditions prevailing 
during and since the war. For several 
years a virtual moratorium existed so 
far as payment, even of interest, on 
outstanding foreign obligations, was 
concerned. Not until 1923 was a be- 
ginning made towards liquidation of the 
interest due on foreign obligations held 
by the United States Government; and 
not until 1924 had the volume of 
foreign securities privately sold in 
American investment markets assumed 
proportions of consequence. In 1924 
and again in 1925 foreign securities to 
the amount of about $1,000,000,000 
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were sold in the United States. The 
cumulative effect of these foreign 
obligations must be ultimately to stimu- 
late the flow of gold into the United 
States in the form of interest and ma- 
turity payments. In 1926 it is possible 
that such payments may approximate as 
much as $1,000,000,000, and they will 
increase each year in proportion as new 
loans are floated in this country. 

In so far as interest payments were 
actually made, this inward flow of gold 
in 1924 and 1925 was largely counter- 
balanced by additional heavy foreign 
loans—in some cases amounting to a 
sale of gold to foreign governments. 
This sort of postponement simply aug- 
ments the ultimate flow of gold towards 
the United States; while temporarily 
stimulating its foreign trade by creating 
a demand for its products through 
credits established here, it enhances the 
dificulties attendant upon an ultimate 
settlement of the trade balance. 

Nevertheless, the United States is 
rightly assuming more and more the 
role of creditor nation. But sooner or 
later foreign purchasers of American 
goods must cease creating new capital 
obligations with which to purchase con- 
sumers’ goods in this country. A nation 
is much like an individual; it will come 
to grief if it, or its citizens collectively, 
constantly borrows from its bankers in 
order to pay current living expenses. 
Except in brief periods of emergency, 
borrowing is profitable only when the 
proceeds are used for productive capital 
expenditures. In the long run this is 
equally true from the point of view of 
the debtor or of the creditor. The 
United States must continue to loan 
liberally abroad; but sums thus loaned 
should be spent primarily for capital 
purposes. 

The United States has passed beyond 
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that point in its economic development 
where it can invest all of its savings 
within its own borders. It is beginning 
to occupy something like the position 
held by England for over half a cen- 
tury. It must find foreign outlets for 
its accumulating capital. The field for 
such investment, however, is not 
restricted to the countries of Europe. 
The necessity of assuring itself of 
foreign resources of raw materials is 
greater than ever before. For example, 
oil lands are being acquired in South 
America, manganese properties in 
Brazil and the Caucasus, nitrate works 
in Chile, and tin mines in Bolivia. In 
this way Americans can create trade not 
only for themselves but also for Euro- 
pean rivals with whom they compete 
for business in these more recently 
developed foreign fields. By helping to 
make Europe prosperous and able to 
liquidate its indebtedness, Americans 
can also increase their own prosperity, 
by creating greater purchasing power 
abroad. 

Thus, by financing the development 
of the natural resources in these newer 
foreign lands, this country indirectly 
accomplishes the same result as if it had 
purchased goods directly from Europe, 
while in addition it also expands its own 
exports of manufactured goods, and 
assures itself of immensely valuable 
future supplies of raw materials. This 
three-cornered trade, by which the 
United States buys necessary raw 
materials in developing countries, and 
at the same time stimulates export 
markets both for itself and for Europe, 
is perhaps the most advantageous type 
of foreign business which the United 
States can develop at the present time; 
it is also the field in which it is bound 
to meet the sharpest competition from 
Europe. For Europe, like the United 
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States, is keenly alive to the necessity 
for developing new resources of raw 
materials, as well as new outlets for the 
sale of its manufactured products. 


V 


The first evidence of the change 
which it is probable must sooner or 
later take place ia the character of the 
foreign trade of the United States 
appeared in April, 1925, when the rate 
of gain in total exports dropped to 
17% above the exports of the same 
month in the preceding year, as com- 
pared with a gain of 34% in the 
preceding month of March, 1925. For 
several months the downward move- 
ment in the monthly rate of growth in 
exports in 1925 (as compared with 
exports in the corresponding months of 


1924) gained headway until in Septem. 
ber the first actual decline occurred, 
From that date onward—with the 
single exception of December—the 
monthly totals of merchandise exports 
were lower than in the corresponding 
months of the previous year until June, 
1926 (see Chart IV). Meanwhile, 
imports of foreign merchandise con- 
tinued to rise at an increasing rate, 
month by month, until August, 1925, 
following which there was some slow- 
ing down in the rate of gain, but at 
no time, except in the single month of 
May, 1926, was there an actual decline. 
These changes, which first made their 
appearance in the spring of 1925, were 
not generally remarked upon until 
January, 1926, when they had gone to 
such an extent that the monthly excess 
of merchandise exports over merchan- 
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dise imports had been transformed into 
an excess of imports over and above 
exports. This “unfavorable” balance 
continued each succeeding month until 
May. 

It is illuminating to analyze the 
fundamental changes, which, although 
proceeding quietly for over a year, 
have only come to focus the attention 
of the public upon them within compar- 
atively recent months. 

Reference to Chart V shows that 
practically all of the decline in exports, 
which began in the autumn of 1925, 
occurred in crude materials. The sharp 
drop in crude exports, which continued 
uninterruptedly from September, 1925, 
until June, 1926, was due primarily to 
raw cotton, both the price of which and 
quantity shipped dropped steadily and 
substantially during the remainder of 
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1925, the decline gaining further 
headway in the early months of 1926. 
Declining wheat shipments were also a 
contributing factor. 

On the other hand, exports of manu- 
factured products, particularly finished 
manufactures, continued to show sub- 
stantial gains, month by month, as 
compared with the corresponding 
months in the previous year, until 
March, 1926, when the first small 
actual decline took place—due wholly 
to a falling off in shipments of manu- 
factured foodstuffs and of semimanu- 
factured products. Throughout the 
first half of 1926 exports of finished 
manufactures continued to increase 
monthly, as compared with the corre- 
sponding month in 1925. 

On the other side of the picture, the 
monthly gain in imports of crude 
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materials, as suggested elsewhere in this 
article, was the result of heavy 
increases in the quantity of rubber, silk, 
and sugar imported. The extremely 
high price of rubber in 1925 was also 
a major factor in expanding the value 
of crude imports. Owing to the con- 
tinually increasing quantity of rubber 
imported, sharply declining rubber 
prices, following the peak reached last 
November, served only to reduce the 
monthly rate of growth rather than to 
bring about an actual decline in the 
value of crude imports until May, 
1926 (see Chart VI). 

Being a creditor nation is, of course, 
an indication of national strength and 
prosperity. The recent course of 
American foreign trade is a direct 
reflection of prosperity in this country 
(indicated by an active demand for 
foreign crude materials, such as rubber 
and silk) and of depression in Europe 
(indicated by a falling off in European 
demand for American crude materials, 
such as cotton). 

If the recent overturn in the trade 
balance of the United States should 
continue, it would suggest that this 
country had achieved a fully matured 
creditor position among nations. There 
is not enough gold available in the 
monetary systems of foreign countries 
to make possible the settlement of 
international balances in that metal; 
payments can be made only in small 
degree through services and other 
invisible current imports; exports must 
be paid for largely in goods. 


VI 


From the foregoing survey it 
appears clear that, in its newly acquired 
position as a creditor nation, the United 
States must continue to supply produc- 


tive capital to foreign countries, and 
must, therefore, accustom itself to the 
expectation of normally purchasing 
more goods, services, and so forth, 
from abroad than it sells to foreign 
customers. Nevertheless, as in recent 
previous years, a permanently “unfa. 
vorable” trade balance may yet be post. 
poned some time further into the future 
by means of heavy loans used for non. 
productive purposes. 

So long as the present high volume 
of merchandise exports—which in the 
early part of 1926 was running at a 
monthly rate only slightly below the 
post-war maximum, and about one-third 
higher than in 1913, after allowing for 
the higher price level in 1926 than in 
1913—continues, it is an indication of 
prosperity for Americans to purchase a 
large volume of goods and services 
from abroad. It shows that Americans 
not only are buying freely, but that they 
are earning the money with which to 
pay for their goods. 

By purchasing in large quantities 
those foreign goods which they can use 
to advantage (preferably raw mate- 
rials, and quality products depending 
for their value upon generations of 
skilled craftsmanship) Americans can 
continue to distribute in foreign mar- 
kets those goods which they wish to sell 
abroad. By buying freely themselves, 
and by rolling up a heavy balance of 
tourists’ expenditures, immigrants’ re- 
mittances and other such “invisible 
imports” each year, they help to create 
the purchasing power abroad which will 
enable foreigners to buy American 
goods; and by so doing they also help 
to make possible the payment of inter- 
est and principal on foreign obligations 
owed to the United States. 

By financing the development of new 
supplies of raw materials in foreign 
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be prepared to meet sharp competition, 
since—as indicated in Chart I]—the 
major part of its export trade consists 
of manufactured goods. While raw 
cotton is its greatest single export 
product, nevertheless, it is largely upon 
manufactured goods that the foreign 
trade of the United States is built. In 
order to continue successfully to sell 
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their manufactured products in the mar- 
kets of the world, it is essential not only 
that Americans make it possible for 
foreigners to buy such goods, by in turn 
purchasing their materials from them, 
but also that they look closely to their 
unit costs in order that they may 
manufacture and sell goods in competi- 
tion with the low production costs of 
foreign countries. 

In the past, American ingenuity, 
inventive genius, machine methods, and 
mass production have never failed suc- 
cessfully to meet foreign competition. 
European competition, however, will be 
fully as stiff in the markets of South 
America, Africa, and the East, as in 
Europe itself. 








THE PROBLEM OF EFFECTIVE 
REGULATION OF PUBLIC UTILITIES 


By JOHN BAUER 


public utilities has been a baffling 

problem during the past 25 
years, and during recent years has 
reached a critical situation. This ap- 
plies particularly to the control of 
rates. It has taken up the great bulk 
of the time and energies of the commis- 
sions and has left very little for con- 
structive measures with which regula- 
tion is properly concerned. 

Rate regulation has been in a high 
state of chaos. Its basis has been dis- 
cussed almost endlessly and has re- 
ceived constant consideration by com- 
missions and courts. It has been viewed, 
however, principally from the stand- 
point of present laws and methods, and 
seldom from the point of view of stock- 
taking and considering what may be 
done constructively to overcome existing 
difficulties and make regulation effec- 
tive: to place it upon an administrable 
and financially sound structure. 

In a recent comprehensive work, I 
assumed the task of inquiring whether 
existing laws and methods are adequate 
for effective regulation. I tried to pre- 
sent carefully the present policies and 
methods, to show where they failed to 
meet the requirements of practical 
administration and financial stability, to 
point out the serious economic and 
social consequences of our cumbersome 
methods, and to present a constructive 
program for effective regulation, with 
full consideration to the problem of 
administration, safeguarding the in- 


Tn regulation of railroads and 


* Bauer, John, Effective Regulation of Public Util- 
ities, The Macmillan Co., New York, 1925. 


vestors and providing efficient public 
service.* 

The book struck out upon rather new 
grounds and, naturally, raised many 
questions about which there would be 
intelligent differences of opinion. But 
any one who knows anything about the 
subject must recognize that it consid- 
ered a serious problem and sought 
fairly a solution on a broad economic 
and sound financial basis. He would 
recognize the criticisms against existing 
methods as valid, but might not agree 
with the plan proposed, or might ques- 
tion the desirability of particular details 
and call for further investigation and 
study. He would base his discussion, 
however, upon the problem as ap- 
proached by the book, considering the 
objectives as presented and not upon 
assumptions to which the book did not 
subscribe. 

It is in this respect, I feel, that the 
review of the book in the April number 
of the HARvarD Business REVIEW 
missed the entire point of the discussion. 
The reviewer does not indicate any- 
where the perspective of the book and 
criticizes it as if it were merely an 
analysis of the present laws and meth- 
ods of regulation. The fact is—which 
should have been obvious—the book 
presents a criticism of present laws and 
methods, and offers a constructive pro- 
gram of legislation to meet existing 
difficulties. The review showed no- 
where a grasp of the problem discussed, 
and it is because of the failure to com- 
prehend the objective that the reviewer 
imputes to me ideas which I do not 
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believe in and attacks me on grounds 
which I do not occupy. 

Ordinarily no special harm is done 
by an unintelligent review. But the 
issues, as I conceive them, are ex- 
tremely important; they affect the 
interest of millions of investors and the 
welfare of many millions of consumers, 
as well as the attitude of the two groups 
toward each other. Because of this 
importance, a comprehensive discussion 
is desirable for the readers of this 
Review, and I shall endeavor to out- 
line the problem in the more important 
respects from the standpoint of desir- 
able regulation. 


I. Public Utilities and Ordinary 
Business 


First, let us ask, what is a public 
utility, and why bother with regulation ? 

Opinions will naturally differ on 
details, but everybody who has made 
even a casual study of the subject will 
agree that public utilities are distin- 
guished from ordinary enterprises, and 
that there is sound reason for regula- 
tion. At any rate, today we have 
deeply imbedded in our law the fact that 
the utilities constitute a group of indus- 
tries which are peculiarly vested with a 
public interest and for that reason have 
a legal status different from that of 
ordinary business. The latter is recog- 
nized as private. The owners are 
viewed in law as owners, free to man- 
age as they please, order their financial 
affairs to suit themselves, and especially 
charge for their products or services 
such prices or rates as they consider 
expedient. Their only restraint, so far 
as the public is concerned, is the ordi- 
nary police power relating to public 
safety, health, and morals. 
_ The heart of a private business is the 
freedom on the part of the owner to 
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determine what services or products he 
will furnish and what prices he will 
charge. In a public utility, however, 
there is no such freedom of ownership. 
Not only the quantity and quality of 
the service, but particularly the rates 
charged to consumers are subject to 
public regulation. This is a fundamen- 
tal limitation upon ownership, and in a 
sense may be viewed as destroying 
ownership. Any further restrictions 
are matters of minor detail, so far as 
the constitutional status of the business 
is concerned. 

Why this difference in fundamental 
legal position? The answer involves 
three main lines of distinction: the dif- 
ference in the relative importance of 
the service; the difference in the condi- 
tions of operation; and the difference in 
the special rights granted. It seems 
clear, first of all, that the recognized 
public utilities do furnish services of 
primary and rapidly increasing impor- 
tance in our far-flung and specialized 
industrial organization: transportation, 
communication, power, and common 
needs in urban centers. Second, it ap- 
pears equally plain that the utilities are 
operating mostly under monopoly con- 
ditions. Such competition as controls 
in ordinary business is either impossible 
or is undesirable where it is possible. 
Recognizing this basic economic fact, 
our laws have not only tolerated 
monopoly but have directly assisted in 
promoting monopoly conditions. In the 
third place, public utilities are able to 
construct their properties and operate 
them only through special privileges, 
including the right of eminent domain, 
special franchises to occupy streets, 
highways, and public places, and per- 
mits to conduct operations which would 
not be allowed to private business. All 
these privileges are and can be granted 
only on the presumption that the func- 
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tions are public, and not be used pri- 
marily for private profit. The utilities 
are thus fixed in their relations to the 
public along the lines of their public 
functions, and they must thus conform 
to other standards than control in pri- 
vate business. 

Are these differences of sufficient 
importance to justify the fundamental 
different legal status of the utilities 
compared with private business? This 
is, of course, a matter of opinion. Per- 
sonally I firmly believe that regulation 
is justified on broad economic and social 
grounds. The same general view is 
supported by practically every econo- 
mist who has given any considerable 
thought to the subject, as well as every 
person who has had direct contact with 
utilities and regulation. Shall we thus 
assume that the legal status of the util- 
ities is soundly conceived and that regu- 
lation of service and rates is justified? 
If so, then the question is, how shall 
such regulation be practically carried 
into effect, and what concrete principles 
and administrative procedure are 
necessary ? 

I have presented this rather elemen- 
tary analysis because the reviewer ap- 
parently had no clear conception of the 
fundamental difference affecting the util- 
ities as distinguished from private busi- 
ness. At the very outset he states that 
“the author assumes that there is a dif- 
ferent meaning of the word ‘reasonable’ 
when applied to the returns of public 
utilities from that when applied to the 
returns of capital or of management in 
other private enterprises. It is believed 
that this view is erroneous.” Later, in 
further disregard of any differences, he 
states, in reference to valuation deci- 
sions by the Supreme Court of the 
United States, that “the inference must 
be that ‘value’ in rate-making means 
just what it means in other transactions; 


and whatever contributes to worth, util. 
ity, importance, or excellence must be 
considered as an element of yalue 
Value for rate-making purposes, cost 
value, and reproduction cost are terms 
invented to restrict that definition of 
value which is protected by the Consti. 
tution.” 

The issue is thus sharply drawn. | 
believe, on the basis of the differences 
above outlined, that the word “reason. 
able” when applied to “the returns of 
public utilities” has a decidedly differ. 
ent meaning when applied to “other pri- 
vate enterprises.” Since the question is 
raised, a brief discussion may be par. 
doned, to show that there is a difference 
in “reasonable” as applied to the two 
classes of industry, and that value for 
rate-making is not the same as value in 
other transactions. 

The reasonable prices and reasonable 
returns of private business have no gen- 
eral public criterion at all. The prices 
charged for output are determined by 
competitive conditions, which may even 
be freely manipulated by the producers. 
The owner charges what he pleases or 
can within his own judgment under ex- 
isting or prospective market conditions. 
This is his “reasonable rate.” Then at 
such rates he produces as cheaply as he 
can and makes as great a net return as 
his uncontrolled direction can_ bring 
about. This is his “reasonable return.” 
Finally, the value of his property repre- 
sents the capitalized earning power; it 
depends upon returns, based upon 
charges, fixed by the owner himself in 
the face of market conditions. This is 
his “reasonable value.”’ 

Will anybody argue that the same 
standards of reasonableness as repre- 
sented in rates, return, and value of a 
private business shall thus apply to 
public utilities? If so, then plainly he 
would put an end to regulation and per- 
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mit the companies to fix freely their 
own rates; thereupon he would obtain 
the maximum available returns and thus 
establish a value not restricted by any 
standards of regulation. If, however, 
we are to continue with regulation, the 
whole economic course must be re- 
versed. Under regulation we start 
with “value,” next proceed to compute 
the return, and finally fix the rates. But 
private business starts with rates and 
concludes with value. We certainly 
cannot base rates upon a value which in 
turn depends upon the rates themselves. 

If this difference is clear, then for 
regulation we must, obviously, look for 
a proper “value” to start with; not 
value based upon rates, but ‘“‘value”’ on 
which reasonable rates may be based. 
We are thus dealing with altogether 
different economic categories. We are 
not concerned with commercia! value, 
but with “fair value” which as a basis 
of rates will produce equitable results. 
The “fairness” must be judged not only 
from the standpoint of the investors, 
but also the consumers. So we ask, 
what is fair to both groups, if we keep 
in mind the public character of the in- 
dustry and the special conditions of 
operation? And the question should be 
answered, particularly, in the light of 
the demands of workable administra- 
tion, sound financial policy and desir- 
able public relations. 

Let us call the desired “fair value” 
the rate base, and inquire how it has 
been defined and determined under 
existing law, what the results have 
been, and whether its basis should not 
be modified in the interest of doing 
effectively and wisely what we have 
been trying to do. 


Il. The Present Difficulty 


The chief difficulty with regulation 
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is: We have been trying to fix rates 
without a definite rate base. The rights 
of the companies and the public have 
not been precisely defined, nor have 
adequate administration provisions been 
made to preserve the rights through 
manageable rate structures. 

Up to date our statutes have merely 
provided for reasonable rates. In some 
instances the commissions are directed 
to allow a fair return on the fair value 
of the properties, but how precisely the 
“fair value” shall be determined is not 
prescribed. The statutes, in probably 
all instances, have been clearly pre- 
sumed to follow, or not to contravene, 
the language of the Supreme Court of 
the United States. In the famous case 
of Smyth v. Ames in 1898, the Supreme 
Court laid down the very general rule 
that a company is entitled to a fair re- 
turn on the fair value of its property 
devoted to the public service, and in 
reaching such a fair value consideration 
should be given to’ 

. the original cost of construction, the 
amount expended in permanent improvements, 
the amount and market value of its bonds and 
stock, the present as compared with the orig- 
inal cost of construction, the probable earning 
capacity of the company under particular rates 
prescribed by statute, and the sum required to 
pay operating expenses . . . and are to be given 
such weight as may be just and right in each 
case. We do not say that there may not be 
other matters to be regarded in estimating the 
value of the property. What the company is 
entitled to ask is a fair return on the value of 
that which it employs for the public conve- 
nience. On the other hand, what the public 
is entitled to demand is that no more be ex- 
acted from it for the use of a public highway 
than the services rendered by it are reason- 
ably worth. 

This statement has been substantially 
repeated or referred to in practically 
every important rate case decided by 
the Supreme Court. It is the funda- 


* Smyth v. Ames, 169 U. S. 466,544. 
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mental law today so far as the courts 
are concerned in dealing with rates. It 
purports to present the elements and to 
lay down the formula for the practical 
determination of fair value. 

Without an extended analysis, the 
statement manifestly does not ade- 
quately define fair value and is incapable 
of satisfactory administration. Conse- 
quently in every attempt to adjust rates 
there have been disputes both as to the 
principle underlying fair value and the 
facts entering into the determination. 
This conflict appeared immediately 
when active regulation was first at- 
tempted 25 years ago, became acute 
with the sharp increases in costs during 
and after the war, and has now placed 
regulation in a state of deadlock. 

So far as principles are concerned, 
the chief present question is to what 
extent original cost or reproduction 
cost shall be the controlling element of 
fair value. To this question there has 
been no answer. The various so-called 
elements apparently must be considered 
without any fixed proportions and with- 
out a definite body of facts as the basis 
of the determination. | 

Is it not clear that systematic rate 
control is impossible upon such a vague 
basis? It inevitably results in litigation 
instead of regulation. Every rate ad- 
justment produces sharp conflict be- 
tween the companies and the public. 
Long and expensive proceedings follow. 
The findings by the commission are 
then seldom satisfactory to either side. 
Appeals to the courts are frequent. 
And thus, finally nothing is decided as 
to principle and procedure. Particular 
rates may be upheld or found invalid, 
but the commissions are thereafter in 
the same state of uncertainty when the 
question of subsequent revision arises. 
A final determination as to principle, 
methods, or facts has been impossible. 





The results of this vague system haye 
been in every way unsatisfactory. The 
expenses of regulation have been enor. 
mous. The direct cost on the part of 
the public and the companies (all ulti. 
mately borne by the public) have never 
been computed, but in the aggregate, 
throughout the United States, probably 
amount to no less than $100,000,000 4 
year. The vast expenditures, however, 
might be justified if the results were 
measurably satisfactory—if rates were 
increased when properly required and 
decreased when fairly justified; but 
there are no such ready adjustments in 
rates according to changing conditions. 
Every change involves a long struggle, 
which in one case or during one period 
imposes unreasonable hardships upon 
the consumers, and in other cases or 
other times imposes actual confiscation 
upon the companies. Above all, how- 
ever, there is the state of incessant 
conflict between the two sides, the com- 
panies and the public; a condition of 
constant suspicion which makes desir- 
able relations impossible and largely 
prevents cooperation for better service 
and more effective operation. 

To illustrate the present situation | 
shall refer briefly to two cases with 
which I am now professionally con- 
cerned and which show admirably the 
difficulties which are strangling regula- 
tion. Two years ago a railroad com- 
pany furnishing commutation service 
to and from the city of New York filed 
a new tariff of commutation rates 
which were 20% higher than the old 
rates. The new schedule was immedi- 
ately suspended, and by joint order of 
the Public Service Commission of the 
State of New York, and the Transit 
Commission, an inquiry was started as 
to the justification of the increase. Two 
years have elapsed, and at this writing 
the company has barely started to pre- 
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nt its proof of fair value. The city 
f New York and the commuters have 
us had little opportunity even to be- 
in the preparation of their case. In 
ll probability it will be another year 
fore a decision can be reached by the 
mmissions. But even then, the deci- 
ion will probably not be acceptable to 
oth sides and will be taken to the 
urts. The issues involved are in 
veral respects somewhat unusual, par- 
icularly as affected by metropolitan 
onditions; consequently the case is 
kely to go to the Supreme Court for 
nal determination. How long will this 
ake? How great the total expense? 
That will be accomplished for the 
uture, as subsequent revisions upward 
r downward may be attempted? 

Although I am personally employed 
n this case, I shall state frankly that 
f the company two years ago was en- 
itled to higher rates, it is confiscation 
ure and simple to postpone the in- 


eriod in the future. But no one is at 
ault. The difficulty is in the undefined 
olicies and indeterminable facts. I 
ee no way by which, under the circum- 
tances, the procedure could have been 
aterially shortened, but I believe that 
he situation is preposterous and might 
¢ disastrous to a company if it is really 
perating under confiscatory rates. 

The second case is that of an elec- 
ric light and power company. About 
hree years ago, after a survey of rates 
harged elsewhere and upon considera- 
ion of present possible cost of produc- 
ion, the city of New York filed a 
tition with the Public Service Com- 
ission for a reduction in electric rates. 
hree years have elapsed; the company 
$ now putting in proof as to its case 
nd, according to a public statement by 
ts counsel, it has already spent over 
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$3,000,000 (without including counsel 
fees) in the preparation of the case. 
What will be the final total cost, and 
when will the case be decided and what 
permanent results will be obtained? 
This company, moreover, went through 
a prolonged rate investigation over 10 
years ago and has been under constant 
supervision of the commission during 
the interval. 

In the meanwhile, if the rates are too 
high, the consumers are paying more 
than they should be justly charged, and 
the company is obtaining returns that 
are not warranted. The system of reg- 
ulation is plainly unmanageable when a 
decrease, if it is justified, cannot be ob- 
tained without the expenditures of 
millions of dollars and the lapse of, say, 
five years, and when an increase, if 
needed, cannot be obtained without 
similar tremendous costs and duration 
of time. In both cases the spirit of 
conflict is intense, and the public rela- 
tions naturally are injuriously affected. 

Is there any question but that in the 
one case the rates should have been 
promptly increased, and in the other 
decreased, if warranted by facts? 
Should not the rights of the companies 
and the public have been clearly defined 
and exactly expressed in the accounts, 
so that the necessary rate adjustments 
could be promptly made as increases 
were necessary or reductions war- 
ranted ? 

Both companies were before the com- 
missions in respect to the same issues 
before the war. But the decisions then 
decided nothing permanent, nor will the 
impending decisions make future rate 
revisions more feasible, unless drastic 
changes in policy are adopted. 


III. Practicable Administration 


That the present situation is chaotic, 
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as above described, can hardly be dis- 
puted. Concrete evidence of the confu- 
sion can be piled up almost endlessly. 
The question is, What shall be done for 
the future? Shall we continue to 
flounder on the basis of the present 
“fair value” or shall we take stock of 
conditions and see what can be done to 
place regulation upon a definite and 
administrable basis, with consideration 
to sound financial structure? 

If we are to cut through the confu- 
sion, we must place regulation upon a 
definite and workable basis for the fu- 
ture. This means that we must 
abandon the “fair value” basis which 
controls the activities of the commis- 
sions and the decisions of the courts. 
We must adopt a definite and determi- 
nable basis of rates, which can be 
readily administered upon undisputed 
facts without conflict between public 
and private interests. 

So far as future investments in prop- 
erty are concerned, the problem is 
exceedingly simple and hardly any 
difference of opinion is possible—if the 
problem is intelligently envisaged. Let 
us frankly base the return upon actual 
investment. This sum, so far as future 
construction and equipment are con- 
cerned, will represent amounts which 
can he shown definitely in the accounts, 
under commission jurisdiction without 
any possibility of dispute. 

If, therefore, by direct statute we 
should decree for the future that the 
return allowed to a company shall be 
based upon the actual investment in the 
properties, we shall have an exact defi- 
nition of rights and a scientific basis for 
the maintenance of the rights. Under 
such circumstances, if a question of rate 
adjustment arises, it would be a simple 
administrative matter to determine 
whether the proposed increase or re- 
duction is justified. The commission 
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would have complete accounting con. 
trol, in showing what returns are real. 
ized and whether they are adequate or 
excessive to meet the requirements of 
return upon investment. 

The establishment of such a policy 
for the future is, of course, a legislati 

» 4 legisiative 

matter requiring direct _ legislative 
action. Under present law the commis. 
sions could not proceed along the lines 
indicated. But let us ask, if such 
definite statutory provisions were en. 
acted for the future, so that investors 
to start with would know what to ex. 
pect, what possible constitutional 
objection could there be to such a pol- 
icy and procedure? Since the courts 
may act in rate matters only on the 
ground of confiscation, how could there 
be any claim of confiscation if, on clear 
statutory provisions, the investors knew 
the terms on which their capital had 
been devoted to the public service? 

The problem is, however, materially 
different, so far as the existing invest- 
ments in present properties are 
concerned. While the principle was 
established many years ago that public 
utility capital is limited to a fair return, 
its rights were never clearly defined and 
the basis of return never exactly estab- 
lished. Consequently there is a ques- 
tion of fairness as to how the present 
properties shall be treated in fixing a 
permanent and unvarying rate base for 
the future. It is plain, however, that 
if the present confusion and deadlock 
are to be cleared up, we must start with 
a definite initial valuation of existing 
properties. This must be based upon 
reasonable consideration of the various 
conditions and fair treatment of the 
investors. There would be no general 
advantage in confiscation even if that 
were possible under the Constitution. 

My proposal is to start with an 
appraisal at actual cost of installation 
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nd deduct depreciation so as to fix the should be made once for all and then 
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st i apt as to meet the requirements fair, but should not be subject to future 
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t reproduction cost, it books of the company should be rewrit- 
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limited to the stipulated interest and additional investments in ee 
dividend rights as fixed by the securities and extensions. These would all be 
issued. Even if such an adjustment were entered in the accounts at actual cost 
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anve® Bil: far as the common stockholders are preciation and renewals. The rate base 
Se ce, We concerned. They never accepted a defi- at any time would consist of the origi- 
. “ nite and strictly limited return, and they nal cost of the properties as shown by 
= did assume certain risks of the business. the accounts, less the depreciation 
= Consequently, if it is now proposed to reserve. It would be shown constantly 
wed ond place them, like bondholders, upon a as an exact sum under continuous com- 
Jape fixed return basis for the future, it mission supervision. The accounts, 
would be reasonable to allow a return moreover, would give the full operating 
— substantially equivalent in purchasing results and would show whether the 
—— power to what they fairly expected at return needed is obtained. Rates could 
ave for the time of the stock issues. This thus be increased or decreased 
—. might be fairly shaded down somewhat promptly, without conflict, and with- 
” ‘th | 9 consideration of the present ex- out loss or undue gain to the public or 
totes tremely high prices and in view of the the companies. Rate regulation would 
eter fact that the amount would remain per- become a simple and inexpensive admin- 
: i i istrative matter. 
epee so i cia This mechanism would provide fully 
« a In any event, I should urge that a for the regulation of the return and 
that fnal valuation of existing utility prop- would obviate future conflict — 
nt erties should be made. Whatever rea- the companies and the — ali 
‘th an  S0nable adjustments in any respect may would not solve the problem of desir- 


llation | S¢¢™ desirable and just in any case, they able rate differentiation as between 
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different classes of consumers. So far 
as such differentiation may be based 
upon relative costs, the analysis would 
depend largely upon the facts as shown 
by the accounts. Where, however, it 
depends upon what the traffic will bear 
or upon special social consideratiors, 
the commissions would have to resort 
to judgment and experiment. But this 
would not affect the interest of the 
investors. They would get their stipu- 
lated return, if the rate structure in 
general can be made high enough to 
bring such a return. Ordinarily, there- 
fore, they would be unconcerned finan- 
cially by any rate modifications as 
between classes of consumers. The 
commissions and the companies would 
be free to work out such detailed rate 
policies as might seem desirable without 
conflict and litigation. And there is a 
great field for this sort of development. 
It has been left largely unexplored be- 
cause of the incessant conflict over the 
return. 


IV. Financial Stability 


The program sketched above is based 
primarily upon the requirements of 
effective administration, so that public 
and private rights may be exactly ex- 
pressed and systematically maintained. 
But there is a second criterion of a de- 
sirable rate base besides exactness for 
purposes of administration: its financial 
soundness. 

The contention over “fair value” has 
centered around actual cost of the prop- 
erties versus reproduction cost. The 
argument as above presented supports 
actual cost, because this is a definite 
fact, capable of exact accounting pres- 
entation, so that the rate base can be 
constantly shown by the accounts as an 
undisputed amount. But, merely from 


the standpoint of exactness, it would be 


possible to base rates even upon r 
duction cost, or an equivalent of repro. 
duction cost, if that basis were definitely 
prescribed and proper administratiy. 
machinery were provided. For exam, 
ple, it would be possible to start with 
actual cost as shown by the accounts, 
and then make an adjustment of the ne 
investment according to recognized 
index numbers of cost of construction or 
general changes in price level. This 
would be rather cumbersome, but it 
would be a feasible rate base capable 
of substantially exact administration, 
It would require positive legislation; it 
is not within the present range of “fair 
value.” 

Such a rate base—investment modi- 
fied according to changing prices— 
would be undesirable, however, because 
it would keep an unstable financial fac. 
tor in regulation. This is due to the 
particular financial structure common to 
utilities. During periods of ‘rising 
prices, it would bring inordinate returns 
to common stockholders and would pro- 
duce speculation, while during falling 
prices it would unduly cut into the 
returns to common stock and would 
bring about financial disorganization. 

We must have in mind the typical 
financial structure of a public utility. On 
the average the capital funds have been 
provided at least 75% through the issu- 
ance of bonds or preferred stock, and 
only 25% common stock.* Thus, 75% 
of the securities outstanding have 4 
fixed rate of monetary return upon 3 
fixed capital sum. The interest upon 
the bonds is, of course, an outright obli- 
gation, and does not change, whatever 
variation may be made in the rate base 
with changing prices. Preferred divi 
dends are not increased, unless there is 
a special participating feature. The 





* Bauer, of. cit., pp. 122-131. 
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common stock is the only security upon 
which a variable return is possible. 
Keeping in mind, therefore, that 75% 
of the actual investment is represented 
by non-variable returns, we see that if 
the entire investment were made vari- 
able with the price level, the effect upon 
the common stock would be extremely 
cumulative. During rising prices the 
available cash return to the common 


S stock would increase four times as fast 


as prices. (This ratio, for the sake of 
clearness, disregards the difference in 
the rate of return upon the different 
classes of securities.) It wouid be 
wholly inordinate, would result in 
extreme speculation in the securities, 
and would cause uneconomical new con- 
struction of properties. During falling 
prices, the return would diminish at a 
fourfold rate, with the result of rapid 
impairment of credit and far-flung finan- 
cial disorganization. A decrease of 
25% in prices below the actual invest- 
ment level in any particular case would 
destroy all income upon the common 
stock, and a further decline would pro- 
duce a receivership. Long-continued 
falling prices, like those following the 
Civil War—s55% in 30 years—would 
produce financial chaos among. ll 
utilities. 

We must remember, moreover, that 


“li is worth while briefly to summarize some of 
the misleading implications of the review: 

(1) I did not say that the law contemplates 
service at cost; but I believe that it should say so, 
and I outlined a plan by which a workable cost 
system can be maintained. (2) I did not seek to 
eliminate the rewards of management; I urged 
liberal treatment of the management; but I dis- 
tinguished management from capital, and proposed 
after the initial valuation that a fixed and non- 
variable return should be allowed, treating such 
return as part of the cost of service. (3) I did 
not support historical investment depreciated; for 
the initial valuation I favored an adjustment of 
historical investment, making allowance in the 
existing properties, so far as the stockholders’ in- 
vestment is concerned, for the change in the pur- 
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we are now upon an extremely high 
price level. While no one can predict 
with certainty what the future may 
bring, a decline of 25% to 50% during 
the next 25 years is not improbable. 
The reproduction cost basis simply 
could not stand up against such de- 
creases. In the ensuing financial con- 
fusion, it would have to be abandoned. 
But, suppose we were to have a further 
rise of 25% to 50% in price level: the 
resulting speculative conditions would 
probably be equally bad from the oppo- 
site financial standpoint. A rate base is 
not desirable if during one period it 
promotes speculation and during an- 
other results in financial collapse of the 
industries. 

Effective regulation must, therefore, 
not only be readily and exactly adminis- 
trable, but must be financially sound. It 
should provide for the returns that are 
expected, but should not make possible 
huge unearned returns or impose con- 
ditions of insolvency. The actual 
investment rate base meets both the 
administrative and financial require- 
ments of effective regulation. It is most 
easily administrable, provides the maxi- 
mum safeguards to investors short of 
public guaranties, and removes all spec- 
ulative and financially dangerous fea- 
tures from regulation.* 





chasing power of money; my idea of historical 
investment was original cost of the properties less 
depreciation—which is not further depreciable. 
(4) I did not assume that the fixed returns on 
capital should be guaranteed by the commissions; 
merely the right to the return should be clearly 
defined and shown by the accounts; the risk of 
whether the return may be realized would rest 
upon the security holders. (5) The reviewer fails 
to show any adverse decisions of the Supreme 
Court to the rigid plan that 1 proposed. I argue 
that the plan, if indited by statute, would be up- 
held by the Supreme Court, but did not contend 
that it can be established without direct legisla- 
tion for that purpose. (6) He states that “value 
in rate-making means just what it means in other 
transactions; and whatever contributes to worth, 
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It would, of course, be possible to 
adjust the rate base to changing price 
level only so far as the common stock 
is concerned, leaving the bonds and pre- 
ferred stock upon the actual investment 
basis. This could be managed by apply- 
ing index numbers only to common stock 
investment. It would thus provide for 
the non-variable return upon bonds 
and preferred stock, and would give a 
flexible return upon common. stock 
according to changing price level. After 
all, however, 75% of the existing invest- 
ment is subject to a rigidly limited 





utility, importance, and excellence must be con- 
sidered as an element of value. Value for rate- 
making purposes, cost value, and reproduction 
value, are terms invented to restrict that definition 
of value which is protected by the Constitution.” 





return, so there can be no great har 
if the other 25% is similarly restricted 
The actual cost basis is so simple anj 
easily administered that it ought not to 
be modified except for strong reasons 
If the common stockholders know th 
limitations, I can see no serious objec. 
tion to a fixed return. If no adjustments 
can be made upon 75% of the inves. 
ment, why build up a somewhat cum 
bersome machinery for the other 25%} 
But this is a question of policy, which 
can be decided either way with effective 
regulation. 





This very statement demonstrates that he has not 
the slightest conception of what a utility is and 
does not comprehend the nature of the valuation 
problem under present statutes, much less the pro. 
posed plan. 
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ACCOUNTING BY TABULATING MACHINEs' 


T is the purpose of this article to 
if discuss the application of tabulat- 

ing-machine methods to accounting, 
primarily from the cost-finding stand- 
point. By tabulating-machine method 
is meant the use of cards, punches, 
automatic sorting machines, and auto- 
matic tabulating machines; information, 
descriptive or numerical, is put on the 
cards by means of punched holes. The 
necessary equipment may be procured 
either from the Tabulating Machine 
Company (Hollerith) or from the 
Powers Accounting Machine Corpora- 
tion. 

The tabulating-machine method was 
originally designed for work on the 
Federal census. Later, business men 
found it adaptable to various statistical 
uses—such as the compilation of actu- 
arial data and the analysis of sales 
statistics. It was then found that the 
tabulating-machine -method could be 
used to advantage in making pay-roll 
distributions and in preparing pay-rolls. 
Similar procedures were applied to 
materials. From a beginning such as 
this, the use of the tabulating-machine 
method for accounting purposes has 
gradually developed. Few companies, 
however, make use of the tabulating 
machines for the entire accounting 
procedure; rather, they apply the ma- 
chines to only one or two phases of 
accounting. 


The conclusions here set forth are - 


the result of a study of tabulating- 
machine installations in representative 


* Adapted from a thesis by G. A. Shattuck and 
E. B. Kapp, students in the Graduate School of 
Business Administration, Harvard University, in 
the course of Industrial Accounting, May, 1926. 


‘procedure outlined below. 


concerns. Although no single installa. 
tion of tabulating machines covered all 
aspects of an accounting system, within 
the group of concerns investigated 
practically all phases were included, 

The questions of primary interest 
are: 

1. Can the various needs of an entire cost- 


accounting system be satisfied by tabu. 
lating-machine methods? 


2. What are the typical economies and § 
advantages of tabulating machines as 
applied to accounting? 


I. APPLICATION OF TABULATING 
MACHINES TO AN ENTIRE 
ACCOUNTING SYSTEM 


In answer to the first question a 
complete cost-accounting system will be 
built up. Although this complete 
system will be theoretical, in that it was 
not found operating in entirety in any 
one concern visited, it is eminently 
practical, since it represents a combina- 
tion of the various phases actually seen 
in different plants. It is neither an 
ideal system nor a procedure which 
may be applied without discretion, but 
merely an attempt to show one method 
of tying in the tabulating-machine 
method to an entire accounting system. 

In order to aid in the visualization of 
this general system, a chart has been 
prepared (Figure 1) which is prac 
tically a process of flow chart of the 
Constant 
reference to that chart should facilitate 
the interpretation of what follows. 

The system here presented will be 
designed to fit a business, producing for 
stock, for which job costs are desired. 
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B ledger will be kept by hand. 


The changes necessary to provide either 
for custom production or for process or 
operation costs will be in the nature of 


fa pruning rather than an elaboration. 


Fundamentals 


From the standpoint of accounting, 
a punched tabulating card may be 
viewed as a detail-voucher, journal 
entry, and ledger entry combined. Con- 
sidering the general accounting proce- 
dure as consisting, then, of a journal 
and ledger entry, the tabulating system 
may be said to resemble a regular 
bookkeeping system where, instead of 
copying journal entries into different 
ledger accounts, the actual writing is 
cut out of the journal and pasted on 
the ledger page, thereby avoiding all 
copying. The punching of the tabulat- 
ing card may be likened to the original 
writing of the journal entry. The 
sorting and filing of the cards by 
account number replaces the copying of 
the journal entry into the ledger. The 
fle of cards itself constitutes the 
ledger. 

Of course, it is possible to copy sum- 
mary figures from tabulated reports 
into hand-kept ledgers. In the present 
illustration it will be assumed that a 
general ledger and a summary factory 
The 
general ledger will contain the control 
accounts designated below and on Fig- 
ure 1. These control accounts as shown 
are six in number—providing single- 
control accounts for the six phases of 
the accounting system. It is, however, 
possible to use multiple-control ac- 
counts. For example, a single account 
has been provided for finished goods; 
it might be desirable to have several 
control accounts, one for each of several 
major classes of products. So also 
with other control accounts. The en- 


SUMMARIES OF BUSINESS RESEARCH 81 


tries to these control accounts can, of 
course, be obtained by adding, by 
means of the tabulator, the amounts 
punched on the cards. In so far as pos- 
sible, however, such entries should be 
made from adding-machine totals taken 
from the original sources of informa- 
tion rather than from totals of the 
cards; this will insure the inclusion of 
all items. 

The factory ledger will contain only 
summary departmental accounts; en- 
tries will be taken monthly from tabu- 
lated reports. 

From the standpoint of accounting 
by tabulating machines, a complete 
accounting system divides itself into 
several lines of procedure. These may 
be termed the accounts payable, the 
materials, the labor, the job cost, the 
burden, the finished goods, the accounts 
receivable, and the physical inventory 
phases. Reference to Figure 1 will 
show how intimately these various 
aspects of the accounting system tie up 
with each other. 


Accounts Payable 


All invoices for goods or services 
purchased for cash must be separated 
from invoices for similar items pur- 
chased on account. An adding-machine 
total of all. invoices for materials and 
services purchased on account forms the 
credit to the Accounts Payable control 
account. 

For the total amount of every in- 
voice to be paid on account, an accounts 
payable card is punched. These cards 
are sorted by due date and filed in this 
order in the accounts payable file. Every 
day the cards filed under that date are 
pulled. They are immediately sorted 
by vendor number and are then listed 
on the tabulator. This list will be a 
voucher for the issuance of checks to 
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pay the accounts. From this list regu- 
lar checks may be prepared by hand.’ 
The total of all checks for any given 
day should be taken as a debit to the 
Accounts Payable control account. 

At any time the total of the accounts 
payable file should be in agreement with 
the balance in the corresponding gen- 
eral ledger control account. The tie-in 
can be checked periodically by tabulat- 
ing the entire accounts payable file. 


Materials 


Purchase and entry of materials 
into stores. From the standpoint of the 
accounts to be charged with the value 
of individual items on invoices, these 
items represent one of two classes of 
things—either materials or _ services. 
For every item on every invoice, 
regardless of whether the purchase is 
for cash or on account, a tabulating 
card is punched; for any given invoice 
there may be one or more cost cards. 

All cards for services* purchased go 
directly to the burden accumulation file. 
All cards for materials, whether direct 
materials used in the product manufac- 
tured or indirect materials which form 


*If it is desired, customers may be paid with 
checks on card forms which may be punched for 
use on the tabulating machines. After such checks 
are punched, they should be tabulated in order to 
compare them with the list of accounts due. The 
use of tabulating card-checks is a rather recent 
development of tabulating procedure. One com- 
pany visited used such checks to pay workers. 


*In this system, expenses which do not represent 
out-of-pocket expenditures are to be treated in the 
same manner as services which are paid for in 
cash. Thus, a single card may be punched for 
the entire depreciation charge for the month; or 
better, the depreciation can be divided at once 
between departments, and a number of cards can 
be punched, one for each department. These 
depreciation cards, like cards punched from in- 
voices for purchased services, go directly to the 
burden accumulation file. 


*The better procedure would be to insert on 


a part of the burden charge, are taken 
to the stores file. The Raw Materials 
control account will be debited with the 
total of all material invoices, whether 
the materials are purchased for cash or 
on account. 

The material-cost procedure can be 
run on two bases—actual or standard 
cost.* 

In order to take detail material cards 
to the file after punching, it is merely 
necessary to sort and file the cards by 
debit account number. The stores file 
will then contain cards for all ray 
materials and supplies. 

Issuance of materials. Instead of 
filling out an ordinary requisition when 
materials or supplies are wanted from 
stores, foremen or workmen will fill out 
a requisition on a tabulating card form. 
This card will then be punched. The 
major portion of the punching will be 
duplicated on a second card. On the 
first card, quantity and amount will be 
punched positive; on the second, in 
complement, so that the amount will 
automatically subtract on the tabulator.’ 

Quantities and standard costs as 
written on these requisition cards are 
totaled on an adding machine before 





each invoice the standard cost figures (unit and 
total); for each item, detail material file-cards 
could then be punched to show both actual and 
standard unit and total cost. If this procedure is 
followed, the debit to Raw Materials control 
account can be at standard; the materials can also 
be taken. out at standard cost. If all the cards, 
after they are punched, are tabulated, adding both 
actual and standard cost, the difference will give a 
single debit or credit to Purchase Variation at the 
time of the entry of materials into stores. 


*For example, if it is desired to subtract 32! 
from a total of previous cards, say 675, the 32! 
would be punched in complement. The figure 32! 
would be subtracted from 100,0co and the resulting 
figure punched on the card—or 999,679. When 
this is added to 675 the result will be 1,000,354; 
the figure “1” may be thrown out of the field of 
the tabulation so that the result is 354—or 675 
minus 321. 
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the cards are punched. This total pro- 
vides the credit entry to the general 
ledger Raw Materials account. 

The first card (quantity and amount 
positive) is used in the assembly of job 


| costs; the second (quantity and amount 


in complement) goes to the stores file. 
All material cards punched in comple- 
ment are sorted on credit account 
number and inserted in the stores file 
according to this number. 

After the credit (complement) cards 
have been inserted, the stores file con- 
sists of a number of cards, some 
punched in positive figures representing 
the entry of materials into stores, and 
some punched in the same field in com- 
plement representing the withdrawal of 
stores. In the file for each account 
number (that is, for each material) 
should be a punched card showing the 
minimum quantity below which stocks 
should never fall and a standard quan- 
tity; the minimum point should be set 


by the production or planning depart- 
ment, and the standard might be set 
midway between minimum and maxi- 
mum quantities. “Standard Inventory 
Investment” might also be noted. A 
means would then be had of knowing 
whether or not inventory is under con- 
trol actually. 

Periodically this file is tabulated 
either in part (certain accounts) or in 
entirety. All positive cards will add, 
and complement cards will subtract; 
the resulting figure from this report, 
controlling on account number,® is the 
balance in quantity and value of a given 
article which is on hand. By arranging 
the minimum and standard quantity 
card so that the quantities punched will 
fall in fields other than the regular 
quantity and value fields, this card can 
be made to register in a_ separate 





*A control on any code means that all amounts 
on cards bearing different code numbers are totaled 
separately. 
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counter of the tabulator. A report form 
such as shown in Figure 2 might be 
used, 

It might be well to vary the periods 
at which this report is taken off for 
different items. For quick-moving 
items, on which it is not desired to carry 
too large an inventory, the report might 
be tabulated weekly or even daily. For 
the slower-moving items, biweekly or 
even monthly reports might suffice. 

From this report, master cards should 
be punched’ for the balance on hand; 
detail cards should then be put in a 
dead file and the master cards returned 
to the stores file by account number. 
This procedure will keep the size of the 
file at a minimum and should facilitate 
the tabulation. 

At any time, then, the total of the 
entire stores file must agree with the 
balance of the general ledger Raw 
Materials control account. The control 
account is debited in total from the 
original invoices and is credited in total 
from the _ requisitions. The file 
arranged by material or debit account 
number receives cards punched posi- 
tively for all items entering stores, and 
receives cards punched in complement 
for all items requisitioned and with- 
drawn from stores. Not only can a 
very close check on the book inventory 
be kept, but in addition, the stores file 
will have every advantage of a sub- 
sidiary balance of stores ledger. 

Material costs. The ordinary stores 
requisition, as pointed out above, may 
be replaced by a tabulating card which 
at the same time will carry the written 
and the punched information. The first 
card punched from this requisition 


"If the tabulated report shows through the use 
of the card count that but few cards for a given 
item have been accumulated during the past 
period, cards for this item may be placed in the 
new file, avoiding master-carding, which may 


take longer than a future retabulation. 


(quantity and amount positive) js hap. 
dled exactly the same as any ordinary 
material requisition. 

The material-cost cards are firs 
sorted to separate direct and indirect 
materials; the indirect cards go to the 
burden accumulation file. A material 
distribution may be taken off from the 
direct-material cards by sorting and 
tabulating by debit account number 
(which in all cases will represent the 
department or account to be debited at 
the same time that the material 
account is credited). The detail of this 
report will give the charge for mate. 
rials to each department, each charge 
representing a part of the monthly 
entry to the factory ledger depart. 
mental accounts. The total of all the 
direct-material and labor cards will 
furnish a debit to the Work-in-Process 
control account on the general ledger. 

After the report of distribution of 
direct materials is taken off, the direct- 
material cards should be sorted by job 
number and placed in the open order 
file. 

Labor 


Pay-roll. Every worker punches a 
weekly clock card on a tabulating card 
form. At the end of the week, these 
cards are key-punched for employee 
number, date, and total time. 

For every job, direct or indirect, 4 
tabulating card (which will take the 
place of the usual job ticket) is made 
out. Each day these cards are coded, 
extended, and punched to show em- 
ployee number, job number, hours, 
labor cost, and so forth. 

At the end of the week, clock cards 
and job cards are placed together, 
sorted by employee number, and tabu- 
lated. Since the clock and the job cards 
may be so designed that the “hours 
column will fall in different fields, it will 
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be possible to tabulate on adjacent 
counters the total clock time and the 
total time shown by the job cards for 
each employee.® 

From the tabulation of job cards 
and clock cards, it will be possible to 
locate inaccuracies in the punching of 
the cards or in the reporting of the men. 
In case of discrepancy, the tabulating 


§ department should immediately report 
to the foreman of the department in- 


volved, and call for an immediate 
explanation. When the total times for 
clock and job cards for all men agree, 
the pay-roll is taken off by using the 
day-workers’ clock cards and the piece- 
workers’ job cards. 

From the tabulated pay-roll, regular 
pay checks may be made out. Again, 
if it is desired, workers may be paid 
with checks made out on tabulating 
cards. Such checks might be punched 
with the information which they bear. 
Before the checks are distributed, a 
check register may be made up by tabu- 
lating these card-checks. 

After the pay checks are returned by 
the bank, they are sorted on check num- 
ber and tabulated to provide a recon- 
ciliation of returned checks with the 
bank statement. 

The checks are then filed away by 
employee number. 

At the end of the year, or such other 
times as the information may be 
desired, it will be a simple matter to 
compile reports of total wages of each 
employee for income-tax purposes. 

Labor costs. After the pay-roll has 


‘Whenever a worker is idle, an idle-time card 
must be filled out, so that at the end of the week 
the total time for each worker as shown by job 
cards plus idle-time cards will equal the total 
clock time. In the case of day-workers, idle-time 
cards are extended by the hourly rate and eventu- 
ally go with indirect-labor cards to burden. In 
the case of piece-workers, it would not be neces- 
sary to extend the card. 
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been tabulated, all clock cards are 
placed in a dead file. All job cards are 
then sorted to separate the direct and 
the indirect labor. The indirect cards 
go to the burden accumulation file. 

The direct-labor cards are further 
sorted by debit account number. With 
the cards in this order, it is possible to 
tabulate a pay-roll distribution. The 
information from this report will fur- 
nish further entries to the departmental 
accounts on the factory ledger. The 
total of all direct labor taken from this 
report is the other half of the debit 
entry to the general ledger Work-in- 
Process account. 

For purposes of the accounting as 
here described, it has seemed desirable 
to construct this general ledger Work- 
in-Process control account on a slightly 
different basis than is usual. Ordi- 
narily, the Work-in-Process control 
account is debited for direct labor, 
direct materials, and burden, and is 
credited at a standard rate for the 
product turned out. For _ reasons 
which will appear later, it has seemed 
desirable to separate burden from the 
Work-in-Process account. Accordingly, 
the Work-in-Process control account 
will control prime costs only. 

After the pay-roll distribution has 
been taken off, labor-cost cards follow 
a procedure similar to that described 
above for material-cost cards; the job 
cards are placed in the open-order job 
file according to job number. This file 
is in reality a detail ledger controlled 
by the general ledger Work-in-Process 
control account; both the file and ledger 
account are made up of the direct- 
labor and the direct-material charges 
to jobs in process. In an ordinary 
accounting system, the open-order job 
file would be paralleled by the job-cost 
sheets. 


Job costs. As each job is finished, 
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PRIME ORDER COST REPORT 

ORDER | DEPT. | DIR. LAB. | DIR. MAT.| LABOR | QUAN- | TOTAL | BURDEN | BURDEN | Tora, 

NO. NO. AMT. AMT. HouRS | TiTy | PRIME RATE . MFG. 
| ' 
2222 I Xxx XxX xx XxX xXxXxxX 
2 xxx XXX Xxx XXXX 
Etc. Xxx Xxx xx XXXX 
| 
Total}] xxxx XXXxX XXX Xxx XXXxX | 
2245 I XXX XXX xXx xx “xxx | 
2 xx XXX xx » Xxx 
Etc. XXX xx xx , Xxx 
} | 
| ; 
Total XXXX XXXX Xxx xXx XXX 
. ins 
| eee wad od i | 
: 
Figure 3 : 





























the tabulating department should re- 
ceive a carbon copy of the final inspec- 
tion ticket which is the authorization 
for placing the product in finished- 
goods stores. On receipt of this 
notice, all cards for that job number 
should be pulled from the open-order 
job file, and a separate “quantity card” 
punched to show the total quantity of 
product finally finished. As the cards 
are pulled, they are sorted by depart- 
ment number within each order number. 
With the cards in this order, a prime 
order cost report may be tabulated on 
a form like that shown in Figure 3. 
The first seven columns are taken off 
on the tabulator. 

The predetermined burden rate for 





*For the purposes of this discussion it will be 
assumed that burden will be distributed on a labor- 
hour basis by a predetermined rate. It is, how- 
ever, possible to use other bases of burden distri- 
bution, such as labor-dollar, prime cost, or 
machine-hour. 

Another variant would be to distribute burden 
on each job card. The method proposed of dis- 
tributing burden only after the order is finished 
is, however, quicker because the number of indi- 
vidual calculations is reduced. 


each department is then inserted by 
hand in the appropriate column.’ 

This report goes to a cost clerk for 
extension. To the total prime cost of 
each order in each department is added 
the burden amount to give a total manv- 
facturing cost, which is entered in the 
appropriate column. A master card is 
then punched for each order number 
and department, showing the prime 
cost, basis of burden application 
(namely, labor-hours), burden ate, 
burden amount, and total manufactur- 
ing cost for the department. Thus, for 
every order there will be as many cards 
as there were departments through 
which the order passed. 


From this point on, the master cards 


alone are used for cost purposes. The 
detail cards of direct-labor and mate- 
rial cost are filed away by order number 
and debit account number (depart- 
ment). From this so-called “dead” file, 
the cards can be drawn and used for 
any statistical production analysis 


desired. 
The master cards are tabulated to 
give a total cost report (Figure 4) 
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which shows not only departmental 
prime cost, but also the departmental 
burden and total manufacturing cost. 
The last two columns of the report 
would not be tabulated. But after the 
report itself is tabulated, the standard 
cost and the selling price can be in- 
serted in the last two columns on the 
“total” line for each order. The mas- 
ter cards from which this report is 
tabulated are then filed temporarily 
until the end of the month, when the 
burden distributions are to be prepared. 
From the total cost report a finished- 
goods card is punched for each order to 
show the factory order number, the 
standard (or actual) cost, the finished- 
goods code number, the quantity pro- 
duced, and the selling price. This 
information should be punched in about 


| half the available columns on the card. 


Thus far, then, there have been 
assembled total job costs for labor, ma- 


“In case it is not desired to assemble the cost 
of each department’s work on the order, a blanket 
burden rate may be applied with much greater 
facility. The above description was designed to 
show the fineness and accuracy with which costs 
may be accumulated if it is so desired. 
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terial, and overhead, not only for each 
order, but for each department as 


well.*° 
Burden 


Accumulation and distribution of 
actual burden. For the purposes of 
accounting by tabulating machines it 
has seemed desirable to establish a 
separate Burden control account in the 
general ledger. As explained above, 
the Work-in-Process control account 
does not contain any entries for burden. 

The sources of the overhead ex- 
penses of a business are: indirect labor, 
indirect materials (such as supplies), 
and expenses. 

To this point, cards for these three 
types of items have been segregated 
and brought together in a temporary 
file. There are the indirect-labor cards, 
which were separated from the direct- 
labor cards after the pay-roll was taken 
off. There are the indirect-material 
cards, which were separated from the 
direct-material cards very early in the 
material-cost procedure. And there 
are the expense or service cards, which 
come direct from the punch operators 


















































TOTAL ORDER COST REPORT 
ORDER | DEPT.}] PRIME] LABOR | QUAN- | BURDEN | BURDEN | TOTAL [STANDARD] SELLING 
NO. NO. cost | HouRS| TiTYy RATE AMT. cost cost PRICE 
——aneaill 
2222 I XXXX xx XXX xx XXX XXXX 
2 XXXX xx xx XXX XXxx 
Etc. XXXX xx xX XXX XXXX | 
| a | 
| — see — } 
e | 
Total XXXX XXX Xxx Xxx XXXX 
2245 I xxx xx xx xx Xxx XXX 
2 XXX xx xx xxx XXX 
Etc. XXX xx xx xxx XXX 
Total XXX xx xx xXx Xxx 
Figure 4 | 
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__—_—==_=__ 
benitind 
PRIMARY BURDEN DISTRIBUTION | 
——— 

DR. ACCT. NO. CR. ACCT. INDIRECT INDIRECT 
(DEPT.) NO. LABOR MATERIAL | EXPENSE TOTAL 
22 37 XXX XXX 
(Lathe Dept.) (Foremen) 
40 XXX xxx xXx XXXxX 
(Repairs) 
43 XXX xxx Xxx 
(Janitor) 
etc. 
Total xxxx XXX xxx XXXX | 
23 82 xxx Xxx XXX 
| (Power) (Fuel) 
8 Xxx XXX 
(Firemen) 
91 xxx XXx 
(Supplies) 
| etc. 
Total XXX xxx XXX XXXXx | 
| 
Figure 5 
after having been punched from in- debit account number. The cards in 


voices or journal vouchers. All of 
these cards are so punched as to show 
to which department or account num- 
ber the expense should be carried. 
Thus, if the engine lathe department 
requisitions lumber and labor to repair 
a bench, the indirect-labor and material 
cards will bear the code number of the 
engine lathe department. If an elec- 
tricity bil) is paid for the whole plant, 
the card will bear the code number of 
the account, Electricity; from this 
standpoint it is necessary to consider 
electricity in a category similar to that 
of a department the expense of which is 
redistributed. As suggested above, it 
is possible that expense for electricity 
(or anything else) may be divided 
originally, in which case there will be 
a number of cards—one for each 
department. 

At the end of the month all cards 
bearing burden charges are sorted by 


this order are then tabulated, control- 
ling both on debit and on credit account 
number (which is practically material, 
labor, or expense code number if these 
items are at all classified). The total 
of all cards on this first monthly run 
gives a debit to the general ledger 
Burden control account. A form for 
this report is shown in Figure 5s. 

After this report is taken off, the 
detail cards go direct to the dead file. 
It will be noticed that in this primary 
distribution the direct producing depart- 
ments will show only those items which 
can originally be allocated direct. For 
example, supervision and repair charges 
can be taken direct to the departments 
concerned. Many of the more usual 
burden items, however, must be redis- 
tributed. Wherever possible, expense 
items should be allocated to the depart- 
ments in the original punching of the 
burden cards. 
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From this primary burden distribu- 
tion report master cards and redistri- 
bution cards are punched. For each 
direct producing department, a master 
card is punched to show the total 
indirect labor, indirect material, directly 
allocated expense items, and the grand 
total. These items can be punched 
directly from the “Total” row under 
each direct producing department on 
the report form. 

All redistributed department and 
general expense accounts should have 
“redistribution” cards punched for 
them. For every such item there will 
be as many cards as there are direct 
producing departments to which the 
item is distributed. The punch opera- 
tor should be provided with a chart or 
list of bases of redistribution and a cal- 
culating machine. The total of every 
redistributed department or expense 
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account should be apportioned among 
the direct producing departments 
according to the predetermined basis. 

After the master and redistribution 
cards are punched, they should all be 
sorted by debit account number, which 
by this time represents the direct pro- 
ducing departments only. The cards 
are automatically in order according to 
the redistributed account to be credited 
(credit account number). Then a 
final burden distribution report is 
tabulated on a form similar to that 
shown in Figure 6. 

This final distribution shows the 
total debits to each direct producing 
department; these figures form the 
basis for entries to the factory ledger 
departmental accounts. 

The same cards used on this final 
burden distribution report should be 
retabulated, controlling only on debit 






































! 
FINAL BURDEN DISTRIBUTION REPORT 
DR. ACCT. NO. CR. ACCT. INDIRECT INDIRECT 
(DEPT.) NO. LABOR MATERIAL EXPENSE TOTAL 
} _ 21 Io XXxkX XXxX XXxxX XXXXX 
Drill Press) (On primary dis- 
tribution) 
23 XXX XXX 
| (Power) 
xxx XXX 
| (Light) 
| etc. 
Total XXXX XXxx XXXX XXXXX 
22 10 Xxx XXX XXX xXxx 
(Lathe) (On primary 
distribution) 
23 XXX XXX 
(Power) 
24 XXX XXX 
(Light) 
| etc. 
Total Xxx XxX XXX XXXX 
| 
~ ee eee ee BP PPPB BBL A LD A A ll lL le el ela 
; Figure 6 
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account number. This report should be 
tabulated in the first five columns of the 
burden comparison report shown in 
Figure 7 and discussed further below. 

Accumulation by departments of 
burden applied to product. In the 
discussion of job costs, it was pointed 
out that for each order, a number of 
cards are punched bearing direct-mate- 
rial, direct-labor, and burden costs in 
each department through which the 
order passed. After these cards have 
been used for the purposes of compiling 
job costs, they should serve to arrive at 
a distribution of burden actually ap- 
plied. In order to do this, it is 
necessary merely to sort on department 
(or in this case credit account) num- 
ber. A report of burden applied and 
basis of application by departments is 
then tabulated in the appropriate col- 
umns of the burden comparison report; 
this information is tabulated in the 
sixth, seventh, and eighth columns of 
the report, as shown in Figure 7. 

The total of all burden applied for 
the month as shown by the sixth col- 
umn of this report will furnish the 
credit to the Burden control account. 

Over- and under-absorbed burden. 
The completeness of the analysis pos- 
sible with such a set-up may be demon- 
strated by a study of the illustrative 


totals given in Figure 7. There was 
obviously an overabsorption of burden 
in Department 21. This was due 
however, to the increase in the number 
of hours worked with no proportional 
increase in expenses. The error, then, 
was in the estimate of working time, 
In Department 22 there was an under. 
absorption, due not so much to an error 
in estimating working time as to ap 
underestimate of expenses. If the 
expenses in Department 22 should 
continue to exceed the estimate over a 
number of months, an_ investigation 
might well be undertaken with a view 
either to the reduction of expenses or 
to an increase in the burden rate. 

In this manner, then, it is possible 
not only to accumulate burden charges 
to give summary journal entries, but 
also to distribute burden to jobs and 
to get departmental comparisons of 
actual burden and burden applied. 

Factory ledger. As has been sug- 
gested above in several places, a factory 
ledger should be kept to show summary 
departmental accounts. This simpli- 
fied ledger might well consist of 
accounts for only the direct producing 
departments. These accounts could be 
debited with summary figures taken 
from the prime order cost report, page 
86; from the material distribution 


























BURDEN COMPARISON REPORT 
ACTUAL BURDEN APPLIED BURDEN ESTIMATE 
DR. 
ACCT. | INDIR. | INDIR. | EXP. TOTAL TOTAL | BURDEN | LABOR | LABOR | BURDEN 
NO. LABOR | MAT. ACTUAL | APPLIED RATE | HOURS | HOURS | AMOUNT 
| 
21 535 300 665 1500 1650 .50 3300 3000 1500 
2 250 200 550 1000 800 1.00 800 850 850 


























Figure 7 





























repo 
in th 
pari: 


coul 
mast 
mate 
ment 
sixth 
the | 
acco 
then 
labo 
mate 
each 
ing 1 
be t 
the 

Adj 
mad: 
repo 
sent 


built 
page 


folle 
is pi 
expl. 
quan 


can 
actus 


ing 








Te was 
burden 
S$ due, 
number 
tional 
v then, 
z time, 
under. 
n error 
to an 
If the 
should 
over a 
igation 
a view 
ses or 


ossible 
harges 
s, but 
9s and 
ns of 
d. 
Nn sug- 
actory 
nmary 
simpli- 
st of 
ducing 
uld be 
taken 
, page 


bution 








report, page 83; and from the totals 
in the fifth column of the burden com- 
parison report, page go. 

Credits to the departmental accounts 
could be obtained by sorting all the job 
master cards (which show total labor, 
material, and burden costs by depart- 
ments) previously used to tabulate the 
sixth, seventh, and eighth columns of 
the burden comparison report by credit 
account number; these cards would 
then be tabulated to get the total direct- 
labor, direct-material, and burden (esti- 
mated) charges transferred out from 
each department. The balance remain- 
ing in each departmental account would 
be the work-in-process inventory and 
the over- or under-absorbed burden. 
Adjustments for the latter item can be 
made from the burden comparison 
report so that the balance may repre- 
sent only the inventory. 

The departmental accounts would be 
built up as shown at the foot of the 
page. 

Finished Goods 


The job-cost procedure has been 
followed up to the point where a card 
is punched for each finished job. As 
explained above, this card shows the 
quantity, cost, and selling price. 

The Finished Goods control account 
can be debited and credited either at 
actual cost, at standard cost, or at sell- 
ing price. In order to facilitate the 
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taking of totals to the control account 
from the original source (customers’ 
orders in case of credits to Finished 
Goods control account), it will be 
assumed that selling price will be taken 
as the basis for the finished-goods pro- 
cedure. Before going to the finished- 
goods file, all finished-goods cards 
punched during a certain period, say a 
day, are tabulated to obtain total cost 
and total selling price. The total sell- 
ing price would be taken from this 
tabulation and entered as a debit to the 
Finished Goods control account; the 
difference between the total actual cost 
and this selling price would be taken 
temporarily to Profit and Loss. When- 
ever a balance sheet or income 
statement is to be taken off, the 
finished-goods file is tabulated, adding 
total cost and selling price. The dif- 
ference between these figures is charged 
to Profit and Loss and credited to the 
Finished Goods control account, bring- 
ing that account to a cost basis. The 
entry may then be reversed, so that the 
file may be controlled at selling price. 

Withdrawal of finished goods. Fin- 
ished goods are withdrawn from stores 
as a result of receipt of orders from 
customers. As soon as orders are 
received, they are separated into two 
groups—orders accompanied by cash 
and orders on account. Throughout 
the procedure they are kept separate. 

All orders are taken through the 


DEPARTMENT X 


Labor cost from Labor Distribution Report 


Material cost from Material Distribution 
Report 


Actual burden from Burden Comparison 
Report 


Adjustment for over- or under-absorbed 
burden from Burden Comparison Report 


Labor cost from job-cost master cards 
Material cost from job-cost master cards 


Estimated burden from job-cost master 
cards 


Adjustment for over- or under-absorbed 
burden from Burden Comparison Report 


Balance: work-in-process 
inventory 
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finished-goods file and product cards are 
pulled for all items in stock." As each 
product card is pulled, the item on the 
order is checked. An adding-machine 
total of the selling price of all items 
thus checked on orders on account gives 
the debit to the Accounts Receivable 
control account; the total on cash or- 
ders gives the debit to Cash. The 
total selling price of all products 
checked on all orders becomes the 
credit to the Finished Goods control 
account. 

By this procedure the selling price 
shown on all cards in the finished- 
goods file must at any time be in agree- 
ment with the balance of the Finished 
Goods control account. 

As mentioned previously, the code, 
quantity, and value figures are punched 
on only a portion of the finished-goods 
stock cards. These cards are then 
punched in the remaining columns for 
customer code.” 

The orders themselves then go to the 
finished-good storehouse where the 
products called for are taken from 
stores and shipped to their appropriate 
destinations. 

The file can be operated in somewhat 
the same manner as the raw-stores file 
described above. By tabulating the file, 
minimum quantities and quantities on 
hand can be shown. The uncovering of 
a minimum card (which is so placed as 
to control by its position in the card 
file) would be a signal for placing in 
process production orders for the given 
commodity. 





"It is here assumed that the finished-goods 
file will be run on a “denominated” basis. For 
each order finished, the total quantity may be 
punched on a single card, or on a number of cards 
of various small denominations. If a customer’s 


order calls for a quantity smaller than the small- 
est card in the file for the given commodity, one 
of the larger quantity cards is “broken down” into 
“denominated” quantities. 


Accounts Receivable and Billing 


All finished-goods cards are punched 
for customer code after they are pulled, 
All cards (for both cash and account 
orders) are tabulated in duplicate, cop. 
trolling on customer number and 
product code. The tabulation for each 
order is put on a separate sheet. The 
original report or tabulation for each 
order may well serve as the invoice for 
that order, provided customers can be 
prevailed upon to accept invoices where 
goods are coded and keyed rather than 
described. The back of the original 
copy (invoice) may well bear a printed 
key to the product code. 

From the duplicates of invoices of all 
orders on account, accounts receivable 
are punched. It is necessary to punch 
but one card for each order, since item- 
ization is not necessary. 

These accounts receivable cards are 
filed by customer number. This file is 
controlled by the general ledger Ac- 
counts Receivable control account. 

When a customer pays an account, 
the customer’s check is coded by cus- 
tomer number. It is then carried to 


the accounts receivable file and cards to _ 


the amount of the check are pulled. If 
the payment is only “on account,” 4 
card is pulled from the file, “broken 
down” into the necessary denomina- 
tions, and one of the newly punched 
cards, representing the balance unpaid, 
returned to the file. The cards pulled 
go to a dead file of accounts receivable 
cards. 


The file might, however, be run on a debit-credit 
basis. The file for raw materials described above 
was of such a type. In such a file additions o 
debits are punched positive; withdrawals or 
credits are punched in complement, so as to sub- 
tract. Periodically the entire file is tabulated and 
master-carded. 


“Including codes for salesman, town, state, cue 


tomer, class, and so forth. 
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All checks for a single day (or other 
period) are totaled on an adding ma- 
chine, giving @ total credit to the 
Accounts Receivable control account. 

Here again, the accounts receivable 
fle. which is practically an accounts 
-eceivable subsidiary ledger, is always 
kept in balance with the general ledger 
control. The file should be tabulated 
in entirety periodically in order to 
verify the existence of this absolute 


check. 
Physical Inventory 


Tabulating procedure can be adapted 
to facilitate the speed and accuracy of 
the taking of physical inventories. The 
method most generally applicable is to 
attach to each lot of stores or work in 
process a perforated-stub tabulating 
card; all cards and stubs are numbered 
serially. The goods are counted and 
the quantity inserted on both the stub 
and the card. The card is detached 
from the stub and sent to the tabulating 
room. 

There it is merely necessary to insert 
the unit cost of the product by hand. 
In the case of work in process the card 
should show the stage of completion; 
the unit cost is then modified by a suit- 
able factor to make allowance for the 
stage of completion. Each card is 
punched from the information shown 
on it. The cards are then sorted to 
inventory account number and digited** 
(multiplying, in one operation, all of 
the detail quantities, by all of the detail 
prices) to get the total physical value 
of the inventory on hand. One or 
more values may be obtained simulta- 





“The digit system is a method of utilizing the 
tabulating machine to perform a large number of 
small multiplications in order to get a final sum 
of the smaller products. The cards are sorted 
respectively on the units, tens, hundreds, and se 
on, column of the multiplying factors. They are 


neously—that is, “‘cost’’ and “market,” 
or “actual” and ‘“‘standard,” and so 
forth. 

The cards may then be re-sorted by 
room or building code. Again they 
may be digited. The resulting figures 
will show the value of physical inven- 
tory in each building, room, or other 
insurance unit. 

This procedure, depending as it does 
on digiting, is not applicable where it 
is desired to know the exact value of 
every single item. Where a large num- 
ber of items with varying unit costs can 
be grouped together in a single inven- 
tory account classification, however, 
many economies can be effected by dig- 
iting rather than extending numerous 
small products and then totaling them 
by hand. 

In case any physical inventory for a 
given account does not approximately 
agree with the book figure for that 
account, it is possible to get a check on 
the accuracy of the physical inventory 
by taking the cards back to the original 
goods. This can be accomplished by 
matching the serial numbers on the 
cards with the numbers on the stubs 
left on the goods for a period of time 
after the count. 

The card can be finally listed by 
items and used to check and correct 
the detail stock record balance as to 
quantities on hand. 


Cost Accounting for Control Purposes 
Thus far, it has been shown that the 


tabulating-machine method will handle 
the detail of a cost-accounting system. 





tabulated after each sort on units, tens, or hun- 
dreds column to add the total of the multiplied 
factors. The total of all multiplied factors for a 
given digit is extended by the digit. The grand 
total for all digits equals the sum of the products 
of all factors multiplied. This is a mechanical 
modification of the unit method of multiplication. 
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One of the chief values of the method, 
however, lies in the opportunity which 
it furnishes for executive control. Or- 
dinarily, the cost system gives valuable 
clues as to the general direction in 
which losses occur. The actual point 
of loss, however, must usually be deter- 
mined by further search and analysis. 
The ordinary cost-accounting system 
can give the information, but neither as 
expeditiously nor as cheaply as the 
tabulating-machine method. 

With the tabulating-machine  sys- 
tem, it is a simple matter to take cards 
for labor, materials, or burden from 
the so-called dead files, and by a num- 
ber of rapid sorts and tabulations get 
any information which may be desired. 
A few illustrations should suffice. 

A company desires to determine the 
economical lot size for a production 
order of a given commodity. In its 
analysis it finds that the ultimate deci- 
sion depends, to a large extent, upon 
the total amount of set-up time required 
in the production of the given article in 
the various departments. With an 
ordinary accounting system it is a la- 
borious task to sort out all job tickets 
for set-up time. With tabulating cards, 
however, it would be a simple matter. 

It was noted above that for all work- 
ers a card should be punched to indicate 
the amount of idle time, the worker’s 
rate of pay (if a day-worker), and the 
total monetary loss. These cards are 
tabulated by departments to get the 
total idle time which would be a debit 
to an Idle Time account (if one were 


kept) and a credit to the department) 
account; the Idle Time account would 
then be closed out to Burden. Ord. 
narily, the idle-time cards after this 
information has been taken off would 
go to a dead file. If, however, certain 
executives wish a further analysis of 
idle time in a given department, it 
would be easy to pull the cards for that 
department, to sort, and to tabulate 
them by worker number to show which 
workers were idle; or to sort and tabu. 
late them by machine number, to show 
which machines were idle; or to sort 
and tabulate on a code indicating cause 
of idle time. Procedures like this may 
be followed to get detailed reports on 
almost any phase of management which 
would be too expensive under any sys- 
tem where thousands of job tickets 
would have to be hand-sorted in order 
to find the desired information. 

Similarly, from the master job-cost 
cards it is possible to tabulate actual 
costs and standard costs for every 
order. From such a report it is pos- 
sible to find those orders the cost of 
which is out of line and to institute an 
investigation if necessary. 

In a similar manner, it is possible 
with very little additional expense to 
analyze single cost items or groups of 
expense items into their component 
parts. Such information might be ex- 
ceedingly valuable, but still not so 
valuable as to justify the great cost 
necessary to obtain it by hand under 
ordinary accounting methods. 

(To be concluded in January number) 
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CASE STUDIES IN BUSINESS 


STATISTICAL CONTROL OF INVENTORIES 


pany, one of the largest produc- 

ers in its field, manufactures a 
wide range of machine tools. As in 
the case of all producers’ goods, the de- 
mand for these tools is dependent on 
the condition of other manufacturing 
industries. During the active boom 
period of the World War, and imme- 
diately following, there was an ex- 
tremely heavy demand for this com- 
pany’s product. This continued until 
the culmination of the period of in- 
fated activity in 1920, when all indus- 
try underwent a pronounced slump. 
The company’s business dropped rap- 
idly, and it was necessary to cut prices 
radically in order to secure customers 
at all, since competition in this field is 
very keen. Operation was, therefore, 
conducted at a loss, and it became neces- 
sary to curtail expenses in every pos- 
sible way. 

During the years of prosperity the 
principal problem of the company had 
been not so much one of economy in 
manufacture as one of delivery of the 
maximum possible output. Competition 
was on a basis of deliveries rather than 
prices. As the natural result of this 
situation the company spent much more 
in reaching the output desired than 
would have been required under more 
normal conditions. High costs came 
to be accepted as the rule, and ineffi- 
ciency did not receive much attention 
trom the management. With the end 
of the abnormal demand, however, it 
was apparent that expenses would have 
to be reduced, and that every dollar of 
cost would have to be made to accom- 


. i Frisbie Machine Tool Com- 


plish its fullest possible results. It 
was, therefore, necessary to dismiss 
many employees, and to curb those 
habits of inefficiency which had been 
allowed to develop during the years of 
inflation. The management realized 
that serious efforts must be made to cut 
down all the elements of operating 
cost. 

One of the large items of cost was 
that of factory supplies. These com- 
prised the stores, other than raw ma- 
terials, directly entering the products 
which were used in the manufacturing 
processes and in the maintenance of 
the machines and buildings. The reduc- 
tion of this element of cost presented 
a serious problem. It was not a difh- 
cult task to cut down the expense in- 
volved in consumption of supplies to 
the minimum consistent with efficient 
operation, but the reduction of the 
stocks of supplies carried, tying up 
working capital, and involving interest 
thereon, and depreciation and obso- 
lescence of the supplies, occasioned 
much more trouble. During the period 
of high production it had been of the 
utmost importance that complete and 
sufficient stocks be maintained at all 
times, since the absence of a relatively 
inexpensive article of supply might be 
the cause of delay in the production of 
valuable machine tools. Because of 
the abnormal demand for all such ar- 
ticles, the purchasing department had 
experienced great difficulty in obtaining 
deliveries. To insure the receipt of the 
necessary supplies, therefore, there had 
been developed the practice of order- 
ing more units of an article than were 
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required for immediate needs, since ex- 
perience indicated that only part of the 
order would be received. When the 
slump came, the company found itself 
forced to accept deliveries of orders 
for supplies which would have been 
unnecessarily large even under condi- 
tions of full production. Hence, al- 
though production fell sharply, the 
inventory of supplies increased to a 
very high figure in 1920. 

It was clearly necessary to establish 
some means by which the supplies in- 
ventory might be controlled. This 
involved determination of maximum 
and minimum stocks and quantities to 
order. Effort had to be made to bring 
the supplies inventory down to a level 
which would more nearly conform with 
the reduced production requirements. 
A balance of stores system, designed to 
control the inventories, had been in op- 
eration for some time. The setting of 
minimum stocks and order quantities, 
however, had been left mainly to the 
storekeeper, and had been determined 
by him on a basis of the needs for full- 
time operation. This condition had 
contributed to the maintenance of ex- 
cessively high stocks. In 1920, as a 
temporary emergency measure, the fac- 
tory superintendent set more or less 
arbitrary standards for total maximum 
stocks of the different classes of sup- 
plies, and the storekeeper was in- 
structed not to permit the maximum 
quantities on hand thereafter to exceed 
these figures. As a result of this action 
the purchasing of supplies practically 
ceased for a time, since with high stocks 
on hand and greatly reduced consump- 
tion it was found that the stocks of 
nearly all the supplies were in excess 
of requirements for some time in the 
future. In order to provide a means of 


exercising continuous control, figures 
were prepared each month beginning 


with January, 1921, showing pur. | 


chases, consumption, and inventory of 
each class of stores. 

This method of control was used 
with a fair degree of satisfaction for 
several years, and stocks were cut from 
a high point of nearly $600,000 jn 
1920-1921 to about $350,000 in 1924. 
1925. It was recognized by the man. 
agement, however, that the standards 
in use were purely arbitrary, and that 
careful study might reveal further 


means of securing greater economies, | 


In 1925 a statistician was employed, 
with instructions to set suitable stand- 
ards for all phases of operation and 
expense. Among other things, he de. 
voted attention to the item of factory 
supplies. 

It was his purpose to determine for 
each class of supplies a standard aver- 
age inventory which might be adopted 
as the normal level at which stocks of 
that item should be maintained. It was 
recognized that allowances would have 
to be made at certain times for unusual 
conditions or seasonal variations in de- 
mand, which might affect the stock 
actually on hand. The statistician de- 
sired simply to establish a fundamental 
basis for control. 


Discussion of Method 


Inventories may be considered as the 
resultant of the two factors of con- 
sumption and turnover. That is, stocks 
must be maintained at a level sufficient 
to provide for consumption at the rate 
at which it takes place. In the deter- 
mination of standards for inventories, 
therefore, it seemed advisable to study 
these two factors jointly rather than 


merely to examine the previous move- 


ments of the levels of the inventories. 
These might or might not represent the 
probable future conditions. 
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Using the figures compiled monthly 
since 1921, the statistician, therefore, 
computed the annual rate of turnover 
of each class of supplies for every 
month. This was done by dividing the 
consumption for each month by the in- 
ventory for the month, and multiplying 
the result by 12 in order to express it 
on an annual basis. This was thought 
desirable for the sake of conformity 
with the conventional period for 
which rates of turnover are usually 
stated. Turnover figures based on the 
original data, however, were not of 
much value in many cases, because of 
the large quantities of obsolete ma- 
terials included in the inventories. This 
was especially true in the case of ma- 
chine parts inventory, which still in- 
cluded in the original valuation large 
numbers of parts for machines which 
had already been discarded. Where the 
loss of value was known to be com- 
plete, therefore, as in the case of these 
obsolete machine parts, they were writ- 
ten off the accounts in full. In cases 
where there was some probable value 
remaining, supplies were still carried 
on the books, but it was decided not to 
purchase additional supplies of this 
nature until the old stocks were used. 
It was necessary to adjust the previous 
inventory statistics in accordance with 
these factors before turnover figures 
useful for the purpose of setting inven- 
tory standards could be derived. 
Through study of these adjusted turn- 
over figures it was possible to deter- 
mine a normal or standard rate of turn- 
over for each class of supplies. By ap- 
plication of this rate to a basic con- 
sumption figure, obtained through study 
of the consumption statistics, a stand- 
ard normal average inventory figure 
might be obtained for each group. 

It seemed from a statistical view- 
point that graphic analysis might be of 
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help. The statistician, therefore, de- 
cided to plot the adjusted monthly fig- 
ures of inventories, consumption, and 
turnover of each class of supplies, and 
to study them visually. Since it was 
desired to establish normal standards, 
regardless of seasonal fluctuations or 
unusual requirements, the trends of the 
curves, rather than their month to 
month variation, appeared to offer the 
best approach to the problem. As ex- 
plained above, it seemed sounder to de- 
rive inventory standards through joint 
study of the trends of consumption and 
turnover than directly from projection 
of past inventory trends. The latter 
were used, however, as a check on the 
reasonableness of the standards deter- 
mined. 


A pplication to Specific Classes 


The principal classes of supplies 
studied were leather and belting, manu- 
facturing supplies, electrical supplies, 
and machine parts. The results of the 
study of these classes will be set forth 
below as typical of the whole situation. 
The curves drawn for each class are 
presented for the purpose of more 
ready explanation.' 

The curves for leather and belting 
(Chart I) indicate that with a rela- 
tively constant level of consumption, 
inventories have been reduced very ma- 





*It is to be noted that the consumption curve is 
plotted from monthly figures and is not cumulative. 
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terially from about $25,000 at the be- 
ginning of 1921 to about $6,000 in 
1925. Turnover has been increased 
from less than once annually in 1921 to 
approximately 314 times annually at 
the end of 1925, and the trend has 
been steadily and consistently upward. 
What should reasonably be expected as 
the normal situation during the next 
year? 

The most favorable rate of turnover 
is the latest, and the trend appears to 
be still rising. Since the trend would 
probably be more accurately repre- 
sented by a parabolic curve than by the 
straight line which has been drawn for 
purposes of simplicity, however, it may 
be fair to assume that the trend at 
present tends to flatten out. A con- 
tinued straight-line upward trend can- 
not be expected indefinitely, for the 
rate of turnover will obviously not go 
on increasing continuously. It would 
seem reasonable, then, to use the latest 
point on the trend line as representa- 
tive of the rate of turnover most likely 
to be effective in the coming months. 
This may be read from the chart at the 
value of 3. 

The consumption curve shows prac- 
tically no trend upward or downward. 








Chart I! 
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It seems fair to assume, therefore, that 
the consumption for 1926 will be about 
the same as that in 1925. The total 
for 1925, $16,000, may thus he 
selected as the base consumption from 
which to estimate the stocks required, 
If the turnover rate of 3 is applied to 
this figure, the average stock is found 
to be $5,333. This may be considered 
as the standard stock for this class of 
supplies. 

As this figure is in the close vicinity 
of the inventory currently on hand, 
which has remained near the same level 
for two years, it appears wholly reason. 
able and possible of attainment in the 
future without running short of require. 
ments, unless marked changes in condi- 
tions alter the situation. While some 
reduction of even this figure may be 
possible, it would seem unwise to set 
the standard at a point too low to pro- 
vide stocks sufficient at all times for 
the plant’s needs. 

The curves for manufacturing sup- 
plies (Chart II) indicate consumption 
very considerably increased since 1921, 
with a pronounced rise during the last 
year, and a turnover practically un- 
changed from 1921 through 1923, with 
a marked increase since that time. It 
is reasonable to believe, as in the case 
of leather and belting, that the trend 
figure at the end of 1925 represents a 
rate which may probably be maintained, 
or possibly improved, during the com- 
ing year. This rate may be read from 
the chart as about 3%. If this rate 
of turnover is applied to the 1925 con- 
sumption, $262,000, as a base, the 
resultant standard inventory is found 
to be approximately $75,000. 

The reasonableness of this quantity 
may be checked, as in Chart I, by com- 
parison with the recent actual inven- 
tories. It is seen to be somewhat lower 
than any during the past year, of which 
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the lowest figure was $80,000 in De- 
cember. It is not so far below that 
level, however, as to appear impossible 
of attainment, especially if the rate of 
turnover increases even slightly. 

It is necessary to bear in mind, of 
course, that requirements for manufac- 
turing supplies, composed principally of 
oil, waste, tools, and tool steel, vary 
directly with the degree of manufactur- 
ing activity. Hence recognition of the 
fact that the standard set cannot be 
arbitrarily adhered to, but that varia- 
tion therefrom must be allowed in ac- 
cordance with changing requirements, 
is of special importance in this group. 

An interesting situation is portrayed 
by the curves for electrical supplies 
(Chart III). The inventory has been 
declining constantly and very consider- 
ably. Consumption has varied only 
slightly, with a minor downward trend 
since the middle of 1923. The trend 
of turnover was upward until the mid- 
dle of 1923, and has since that time 
been downward. The present rate is 
approximately that of the early part 
of 1921, whereas the rate in the mid- 
dle of 1923 was twice as high. This 
would appear on its face to indicate a 
serious decline in the efficiency with 
which this group of supplies has been 
controlled. 

It must be noted, however, that in 
the case of electrical supplies changes 
both in the use of supplies and in the 
type of supplies used are constantly go- 
ing on. While the figures plotted in 
Chart III have been adjusted to ex- 
clude all items which are actually obso- 
lete, they still include items which are 
of possible use and have some possible 
value remaining. It appears that in 
this class of supplies the development 
of specialized application has gone on 
to a considerable extent. That is, in 
many cases where an item was formerly 
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used interchangeably in several different 
places, it now can be used only in one, 
while another special article must be 
used in the others. To the extent to 
which this is true it naturally tends to 
increase the size of the inventory which 
must be carried, and to mitigate the 
charge of inefficiency in management. 
This factor must, therefore, be borne 
in mind in the interpretation of the 
curves and the application of the stand- 
ards set. 

Since the turnover at the 1923 peak 
was actually obtained, and electrical 
supplies, being a necessity in operation, 
must at that time have been sufficient 
to cover the needs of the plant, the peak 
on the trend line may properly be 
chosen as the basic turnover for use in 
computing the standard inventory. This 
is read from Chart III at 114. Since 
consumption has been nearly constant 
during the last year, the 1925 figure, 
$12,000, may be considered as the rea- 
sonable expectation also in 1926. If 
the turnover rate of 1% is applied to 
this figure, the standard stock will be 
set at $9,600. 

Comparison with the inventory curve 
shows that this is considerably lower 
than the stock now maintained. It 
would not seem too low, however, to be 
set as a standard to be rigidly adhered 
to if real inefficiency exists in the pres- 
ent control of these supplies. In so far 
as the condition of specialized use of 
items exists, variation must be allowed. 
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The standard cannot be applied auto- 
matically, but must be used with judg- 
ment. 

The figures used for machine parts 
(Chart IV) are those of a department 
whose production has been declining 
because of a shift in the demand for the 
type of products manufactured. The 
curves indicate that while a decline has 
taken place in both inventory and con- 
sumption, the decrease in the former 
has not kept pace with that in the lat- 
ter. Since parts which are actually ob- 
solete have been written off, this ap- 
pears to signify simply that the 
management has not yet been able to 
reduce stocks to the point consistent 
with current consumption. It does not 
necessarily indicate inefficiency, since 
there are undoubtedly many parts 
which are very infrequently used, yet 
which it has been necessary to carry in 
stock against a possible need. As in 
the case of electrical supplies, the grow- 
ing element of specialization in the use 
of parts may also enter to quite an 
extent. 

It is entirely a question of judgment 
in this case as to what figures of turn- 
over and consumption should be used 
in the computation of the standard in- 
ventory. Although the most favorable 
rate of turnover was 134, it does not 
seem advisable to use this rate, as it 
was attained only at the beginning of 
the period, and has been subject to de- 


cline ever since. Neither would it seem 
proper to use the rate in effect most 
recently, since that may well be consid. 
ered too low to represent a fair mea. 
sure of what should be attained. As a 
simple and somewhat arbitrary com. 
promise, it is probably fair to take the 
rate prevailing in the middle of the 
period. This is read from the trend 
line on Chart IV as approximately 11, 
With respect to consumption, the 
steady downward trend makes it seem 
advisable not to take the 1925 figure 
as an expectation for 1926. The con- 
ditions in this department would make 
it seem probable, rather, that further 
decline would continue next year. If 
the rate of decline which occurred be- 
tween 1924 and 1925 is applied to the 
1925 consumption, on the theory that 
another decline of approximately the 
same rate is probable because of the 
conditions in the demand for the de- 
partment’s products, the resultant basic 
consumption figure will be $30,000. If 
the turnover rate of 1% is applied 
thereto, the standard inventory is found 
to be $24,000. 

Comparison with the inventory curve 
shows that this is less than half the 
current inventory, which is about 
$53,000. It is doubtful whether such 
a standard can actually be maintained 
under the conditions in this depart- 
ment. It may be set, however, as a goal 
to be aimed at. 

The immediate practical course to be 
pursued here would seem to be simply 
to use up the items of inventory as the 
opportunity occurs. Replacement of 
the items used should be made only in 
cases where they are known to be ab- 
solutely necessary in order to prevent 
loss from possible cessation of manu- 
facturing when the parts are not 
promptly available. It must be borne 
in mind that the demand for the prod- 
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ucts of the department is undergoing 
a continuous decline. The situation 
here would appear to illustrate admi- 


rably the impossibility of applying 


arbitrary standards in a hard and fast 
regard for 


manner without other 


factors. 


Conclusion 


Both the uses and the limitations of 
a statistical method of controlling sup- 
plies inventories are demonstrated in 
the experience of this company. Such 
procedure as that followed here is 
readily seen to be desirable in so far 
as it sets reasonable standards on a 
hasis which is not simply an arbitrary 
estimate. Standards so determined 
must not be thought of as completely 
final, however, but must be held sub- 


ject to change as altered conditions dic- 
tate. The particular method outlined 
here has the merits of simplicity, with 
results as good as could be attained by 
more elaborate processes. The need 
for using common sense in all such pro- 
cedure, and for giving attention to the 
causes of conditions being what they 
are, is clear. In brief, statistical meth- 
ods of control have their uses, though 
they must not be held to be an absolute 
solution for all problems. Their ap- 
plication must be tempered with the 
judgment which is a requisite of all 
successful management. While the 
above discussion has been confined to 
inventories of supplies, it would seem 
that similar methods might be advan- 
tageously employed to set normal 
standards for other types of inven- 
tories. 











LEGAL DEVELOPMENTS SIGNIFICANT 
IN BUSINESS 


STOCK DIVIDENDS—CAPITAL OR INCOME 


ISCUSSIONS that are related to 
D the provisions of any one in- 

come tax law can only be of 
temporary validity. We have wit- 
nessed a whole series of laws on the 
income tax since the adoption of the 
Sixteenth Constitutional Amendment, 
and each of these successive laws has 
been different from its predecessor. 
One of the most baffling situations 
under these laws is that of the stock 
dividend and when and how it shall be 
taxed, if at all. 

A mere recitation of the history of 
stock dividends does not throw light on 
the probable future course of the atti- 
tudes of the courts, Congress, or the 
Treasury Department. New interpre- 
tations are constantly being added to 
intensify the contradictory position of 
these three bodies, and new income tax 
laws do not necessarily clarify the situ- 
ation. A ruling or decision under the 
1916 or the 1917 law means nothing 
when a new law is inaugurated. We 
cannot expect the Supreme Court to 
maintain a consistent policy with regard 
to the status of stock dividends when 
the laws which it interprets are in a 
constant state of flux. 

The decision of the Supreme Court 
in the case of Eisner v. Macomber’ was 
the culmination of a long argument as 
to whether stock dividends were income 
and were taxable under the provisions 
of the income tax law then in force. 
Previous to the time of this decision, 
the Court’s opinion was limited to 





"252 U. S. 189. 


interpreting phases not directly coo. 
nected with whether or not stock divi. 
dends were income. This case left no 
room for misunderstanding, and the 
Court met the issue squarely and 
definitely decided that stock dividends 
were not income, and, therefore, were 
not subject to taxation, and that the 
provisions in the income tax laws of 
1916, 1917, and 1918 making them tax. 
able were unconstitutional. For several 
years following this decision, Congress 
and the Administration still maintained 
their former positions, and it was not 
until the 1924 Income Tax Law that 
Congress adopted the position long 
held by the lower courts and since 1921 
by the Supreme Court. Section 201, 
paragraph (f) of the 1924 Income Tax 
Laws, states: 

A stock dividend shall not be subject to 
tax, but if before or after the distribution of 
any such dividend the corporation proceeds 
to cancel or redeem its stock at such time and 
in such a manner as to make the distribution 
and cancelation or redemption in whole or 
in part essentially equivalent to the distribu- 
tion of a taxable dividend, the amount s0 
distributed in redemption or cancelation of the 
stock, to the extent that it represents a dis- 
tribution of earnings or profits accumulated 
after February 28, 1913, shall be treated a 
a taxable dividend. 

This statement is clear enough. It 
makes stock dividends issued in good 
faith tax free and prevents a dishonest 
corporation from treating as a stock 
dividend a distribution which is in real- 
ity a cash dividend. It is the purpose 
of this article to determine, if possible, 
whether the opinions of the courts and 


the | 
cons 
finan 
ters 
ques 
tion 
abou 
whic 
atior 
Con; 
soun 
laws 
$0 € 
inter 
extre 
of tl 
furtl 
as a 
his 

with 
stocl 
soun 
bein; 
of e: 
fron 
taxa 
been 
sion: 
distr 
divic 
thou 
decl: 


cour 


unif. 
to k 
wha’ 
fort 
muc 
poin 
adm 
50 } 
cour 
not 
unde 
Ame 





tly con- 
ock divi. 
> left no 
and the 
ely and 
lividends 


re, were 
that the 
laws of 
hem tax- 
' several 
ongress 
intained 
was not 
aw that 
on long 
ce 1921 
on 201, 
me Tax 


ubject to 
bution of 
proceeds 
time and 
tribution 
whole or 
distribu- 
nount so 
on of the 
its a dis- 
mulated 


reated as 


zh. It 
n good 
shonest 
a stock 
in real- 
ourpose 
ossible, 
rts and 





LEGAL DEVELOPMENTS SIGNIFICANT IN BUSINESS 


the enactments of Congress have been 
consistent with sound economic and 
énancial policy. When business mat- 
ters are dealt with in courts of law, 
questions of procedure, of constitu- 
tionality, and even of fact may bring 
about a decision in conflict with that 
which the economic aspect of the situ- 
ation would dictate. Furthermore, 
Congress does not always follow a 
sound and consistent policy in framing 
laws. They may be basically wrong or 
so encumbered with detail that a fair 
interpretation of them is at best 
extremely difficult. The administration 
of the law by the executive department 
further complicates the situation, and 
as a result the business man finds that 
his financial problems cannot be met 
with assurance. The declaration of a 
stock dividend is considered to be a 
sound financial practice—its merits 
being determined by the circumstances 
of each case, but it is not to be inferred 
from the Macomber case that all the 
taxation features of the practice have 
been settled. The more recent deci- 
sions have hinged on whether the 
distribution of stock was a real stock 
dividend; in many cases what was 
thought to be a stock dividend has been 
declared a taxable distribution by the 
court. 

The underlying cause of this lack of 
uniformity has been that no one seemed 
to know exactly what income meant or 
what a stock dividend was. The courts, 
fortunately enough, seemed to have a 
much clearer understanding of these 
points than those in charge of the 
administration of the law. For about 
50 years it has been the policy of the 
courts to rule that stock dividends are 
not income; hence, they cannot be taxed 
under the provisions of the Sixteenth 
Amendment. 
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Until recently, however, the decisions 
of the Treasury Department have often 
been in direct conflict with the decision 
of the courts. 


What Is Income? 


Before attempting to determine the 
justification of taxing stock dividends 
under the provisions of the income tax 
law, a clear conception of what is un- 
derstood by the term “income” is neces- 
sary. This brief exposition is by no 
means conclusive or inclusive.’ 

Income is to be distinguished from 
capital. We are not much concerned 
with the legality or constitutionality of 
taxing capital; suffice it to say that 
capital cannot be taxed under the pro- 
visions of any income tax law because 
a tax on capital is a direct tax, and 
direct taxes can only be levied in pro- 
portion to the population. Income was 
specifically removed from this restric- 
tion by a constitutional amendment. 
Capital increment is capital, and in- 
creases of capital cannot be taxed under 
the income tax law. 

Capital represents a fund or a stock 
with an assigned monetary value. Cap- 
ital has also come to mean the capital- 
ized value of the income derived from 
such a fund. The purpose of all cap- 
ital is to produce income. If there is 
no income, capital has no value as such. 
“The value of anything at any instant 
of time is primarily the result of add- 
ing together the present worth of each 
and all of the anticipated successive 
income values.”* This is the definition 
of capital which Professor Seligman 
gives. Income represents the amount 





? Professor Seligman discussed this subject some- 
what more in detail in the American Economic 
Review for September, 1919, Vol. IX, No. 3, p. §17. 

* Tid. 
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derived and taken from capital, what- 
ever form that capital may take, and 
there can be no real income unless the 
capital used for the production of in- 
come is maintained intact; which means 
that in determining income, care must 
be taken not to include any of that fund 
known as capital. Income represents 
a periodic flow from this fund, but 
there is no necessity for it to be regular. 
The chief characteristic of income is 
that it must be separated from the 
capital before it actually becomes real 
income. 

Income includes rents, interest, wages, 
and profits; broadly speaking, capital 
represents the thing from which all this 
income is severed. The ability and the 
wisdom of the entrepreneur is his cap- 
ital, whence he derives profits; land is 
the capital of the income from rents; 
skill and strength the capital of the 
laborer. In each case that which is 
income is separated from the thing that 
affords the income. 

Income, be it noted, must not only 
be separable, but must also actually be 
separated. This distinction is not very 
important where the income is received 
in the form of salaries or wages, for 
it is considered as income only after it 
is received. When the pay envelope is 
received, there myst have been an 
actual separation from that which pro- 
duced the income, because the capital is 
the ability to perform the services; 
while the income received is not in 
ability but in something entirely differ- 
ent—in money. The distinction between 
capital and income and the necessity of 
actual separation before income results 
is not difficult to see here. 

There is, however, a real need for 
the distinction where the income is re- 
tained in the same form as the capital. 
An example is the earned surplus of a 


corporation. Admittedly this is a gain 
—it is derived from capital, but jg it 
income? The answer is in the afirma. 
tive as far as the corporation is cop. 
cerned; but it is in the negative from 
the point of view of the stockholders: 
The corporation is one individual and 
the stockholders are different individ. 
uals. The gain does not become income 
to the stockholders until it is separated 
from the capital. Let us analyze this 
a little more carefully. The capital js 
the sum of all the assets, current and 
fixed. Suppose, for example, that the 
assets had increased $1,000,000 during 
the year as a result of profitable opera- 
tions. This amount is available for 
dividends—for income to the stock. 
holders; it is separable, but so far it has 
not been separated, for they are all 
still in the business. There has been 
no income as far as they are concerned. 

Another way of expressing this is the 
idea that income must be realized. All 
business men are familiar with so-called 
paper profits. Would they keep track 
of all their paper profits and submit 
them to tax officials as income? Paper 
profits must be realized in the form of 
money, or that which ¢an readily be 
converted into money, before there is 
income. If, in the previous example, the 
$1,000,000 of profits were wiped out 
by a large loss in the next year, there 
clearly would be no income to the stock- 
holders, because they would be unable 
to realize on the earlier profits. The 
profits were realizable at one time, but 
were never actually realized. 

The factor of separation or realiza- 
tion is the key point in determining 





*Nore: It is true there has been income to the 
corporation, as such, on which the normal tax of 
124%4% was levied. But the question of the tax 
ability of stock dividends concerns the surtax 
assessed on the stockholders’ or individual in- 
comes considered apart from the corporate income 
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whether there has been income. Cap- 
tal increment becomes income only 
when it is separated or realized; if it 
is not so separated it becomes a part of 
the capital and is used to create addi- 
tional increments. The idea involved 
here is well illustrated by the relation 
of compound interest to principal where 
each increment of interest is added to 
the principal, and the sum in turn earns 
interest. Those corporations which 
plow earnings back into the business are 
doing the same thing. The accumv- 
lated surplus is really part of the cap- 
ital in that it aids in the creation of 
greater earnings. We can lay down 
the following principles as important 
in the relation of capital and income: 

1. An increment in capital becomes gain 


only when it is separated from the original 


capital which created it. 

2. When the increment in capital is so 
separated, it becomes income in the broad 
sense of the term. 

3. If the increment in capital is not sepa- 
rated from the original capital which pro- 
duced it, there is merely an appreciation in 
capital, and no income. 


Are Siock Dividends Income? 


Now that we have as a working 
basis an idea of what constitutes in- 
come, we can determine with greater 
certainty whether or not stock divi- 
dends fall within that definition. The 
most reasonable beliefs on the simpler 
cases will be reviewed at this point. 

Opinions as to the nature of stock 
dividends have been divided. Some 
have held that stock dividends were a 
distribution of profits, and, in fact, still 
cling to that belief. Others have held 
the opinion that they are a’ distribution 
of the capital, having in mind dividends 
received in liquidation. Perhaps the 
term “stock dividend” has been unfor- 
tunate. The public, through its ex- 
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perience with cash dividends, takes the 
view that any dividend represents a 
distribution of income. Newspapers 
and the vernacular of the street refer 
to stock dividends as “‘melon cuttings,” 
thereby increasing the popular idea that 
he who receives a stock dividend has 
increased his wealth by the amount of 
that dividend. This is, however, 
incorrect. The stock dividend is simply 
a method of restating in different 
terms what the individual stockholder 
already owned. Wherein lies the dif- 
ference in the value of $10.25 in my 
pocket if there are a $10 note and a 
quarter, or if there are 2 five’s and 
a quarter, or 10 one’s and a quarter? 
Obviously, there is no difference in 
value. Yet this is precisely the same 
situation as that which arises if a stock 
dividend is declared. 

To illustrate this point, an example 
of how a stock dividend affects the bal- 
ance-sheet may be given. A corpora- 
tion is formed with a paid-in capital of 
$1,000,000 for which are issued 10,000 
shares of common stock, each having a 
par value of $100. During the next 
few years, earnings are accumulated 
until enough has been earned, after 
paying all corporation taxes, to make a 
surplus of $2,000,000. The stock- 
holders begin to inquire into the 
reasons why they have received no 
dividends. The management knows 
that the money has been needed in the 
business—new buildings have been 
erected and more working capital has 
been required as the volume of business 
grows. A dividend in cash would 
impair the cash position, yet the cor- 
poration has been growing, and profits 
have been excellent. A balance-sheet 
similar to the following states the 
financial position before the declaration 
of the stock dividend. 
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Common 
Stock $1,000,000 
Surplus 2,000,000 


Assets $1,500,000 
800,000 
400,000 
300,000 


$3,000,000 $3,000,000 

The managers decide to declare a 
100% stock dividend. The balance- 
sheet then appears slightly altered; 
$1,000,000 of the surplus has been 
transferred to the Capital Stock 
account. 


Assets $3,000,000 Common 
ed Stock $2,000,000 
$3,000,000 Surplus 1,000,000 


$3,000,000 


What is the position of a stockholder 
who owns 1,000 shares which now 
represent an equity in the business of 
$300,000. Formerly he owned one- 
tenth of the business; he still owns 
one-tenth of the business, the assets of 
which are still $3,000,000. This own- 
ership is represented now by a total of 
2,000 shares of stock valued at 
$300,000, where before it was repre- 
sented by 1,000 shares valued at 
$300,000. Each share is worth just 
half its former value, but he has twice 
as many of them. Is he any richer? 
Clearly, he is not. Where is his 
income? What has he realized? No 
assets have been distributed, the com- 
pany still retains all of its cash; the 
stockholder has received nothing that 
adds to his wealth. The company has 
kept the cash in the business. As long 
as the earnings were in the Surplus 
account, cash dividends could be 
declared, but with the earnings ear- 
marked “Capital,” by law no dividends 
can be declared therefrom, and the 
corporation is assured that the surplus 
will be kept in the business. The only 


change that has taken place is the 


transfer of $1,000,000 from Surplus to 
Capital—a bookkeeping _ transaction 
that required a single entry. 

A factor that always has to be cop. 
sidered is the market value of the 
securities, and this is of especial 
importance when the shares are listed 
on an organized exchange. We have 
seen that the book value of the stock 
is unchanged by a stock dividend, but 
how will the market value be affected 
by the transaction? Theoretically in 
the case cited it should be the same, 
that is, the selling price of each share 
after the stock dividend should be one. 
half the selling price of each share 
before the stock dividend. 

The persons who contend that a 
stock dividend is income say that the 
market price of each share after the 
dividend is not reduced in proportion 
to the size of the dividend. The price 
of the two shares after a 100% stock 
dividend is greater than the market 
price of the single share before the 
stock dividend, and numerous actual 
examples have been quoted to substan- 
tiate the argument. That this is 
frequently the case cannot be denied, 
but the stock dividend does not account 
for the increase in the market value. 
As a rule, stock dividends are issued 
while the price of the particular stock 
is rising, and when large earnings have 
resulted in a large surplus; in short, 
when the company has been and still is 
prosperous. The market value of the 
stock owned in all probability would 
have risen just as much if no split-up 
in the shares had been made—in so far 
as the market price is a reflection of the 
earnings. This will always be a matter 
of conjecture, for when the corporation 
has once chosen a policy, it is impossible 
to tell exactly what the result would 
have been had it acted differently. Cer- 
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tainly the cause underlying the rise in 
the price of the divided securities 
would be at work if there had been no 
stock dividend. In fact, so many other 
factors can enter into the market price 


| of a stock over which the company 


exercises no control, and which act 
entirely apart from the earnings, that 
the true effect of the stock dividend is 
likely to be entirely obscured. Should 
a slump in the business of the corpora- 
tion occur, it is quite probable that the 
price of the shares would drop below 
the price before the stock dividend was 
declared. This has happened frequently. 

Sometimes the dividend rate on the 
stock is not reduced in proportion to 
the amount of the stock dividend. If 
the company has been paying a 6% 
cash dividend on the 10,000 shares, it 
might continue to pay 6% on the 20,000 
shares after the stock dividend. Is not 
the wealth of the stockholder in- 
creased? It certainly is, and the 
market value would in all probability be 
much greater for the 20,000 shares 
than for the original 10,000 shares. 
There are two other factors to con- 
sider, however. In the first place, the 
holder would be taxed on this increased 
dividend of cash; and in the second 
place, if the corporation is capable of 
paying 6% on 20,000 shares it is in 
position to pay 12% on the original 
10,000 shares, and there is no differ- 
ence. The market price is determined 
very largely by estimates of the pres- 
ent earnings and prospective future 
earnings, for as we have already seen, 
the capital value is based on the earn- 
ings rather than earnings on capital 
value.’ The stock market has, as a 
rule, discounted either favorably or un- 


‘Earnings, past, present, and future, are impor- 
tant in determining the market value of the secu- 
rity; greater weight is attached to this factor than 
to any other single factor. 


favorably the estimated earnings of the 
company and the probable policy of 
dividend payments; and the market 
prices have been affected accordingly. 
The only wealth which the stockholder 
has received is the increased cash divi- 
dend on the total amount of his 
holding, and on this he is taxed in full. 
The value, book or market, has not 
been increased by virtue of the stock 
dividend. The cause of increased val- 
ues is increased earnings. 

A stock dividend is not a distribution 
of accumulated earnings, but it serves 
notice to the stockholders that they are 
to be kept in the business. This 
announcement may cause a slump in the 
market price of the stock, because such 
an announcement may mean that ex- 
pected cash dividends, the basis of the 
present market price, are not to be 
distributed. It is possible that the 
rearrangement of capital caused by 
the stock dividend may be advanta- 
geous, but it is also just as possible that 
it may be disadvantageous. The mar- 
ket value of a stock is based on 
opinions which are more or less 
imperfect. A stock dividend may be 
the first news to reach the public, or it 
may verify previous uncertain beliefs 
and raise or lower the value. 

There are many ramifications of this 
simple situation which are exceedingly 
intricate and complicated, but in every 
case the basic principle is the same. A 
real stock dividend does not take any of 
the assets from the corporation, and if 
none are taken, none can be received by 
the stockholders. The conclusion is that 
a real stock dividend is not income and 
is merely a restatement of that which 
was already owned. 

Up to this point, the accrued gain 
which becomes real profit or income 
when the stock is sold has been pur- 
posely omitted from the discussion. Any 
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dividend, cash or stock, declared out of 
earnings or surplus that were accumu- 
lated prior to March 1, 1913, cannot 
be taxed. This was established by a de- 
cision of the Supreme Court*® and by 
incorporation into the income tax law. 
For purposes of simplicity, it is assumed 
in all examples that the earnings have 
been accumulated subsequent to that 
date. The government states that there 
shall be no taxing of income until there 
has been a closed transaction. By this 
is meant there shall be actual payment 
in cash or the equivalent of cash. The 
purpose of this was undoubtedly for 
convenience in collecting the tax— 
there had to be something tangible, 
something definitely received before 
there could be anything to tax. It may 
be argued that the convenience in col- 
lecting the tax is responsible for the 
position taken with regard to stock 
dividends. Stock dividends are not 
taxable at the time of receipt but are 
taxable when sold, for the amount of 
gain that has accrued since the stock 
was first acquired. The gain is the 
increment over the cost price if pur- 
chased subsequent to March 1, 1913, 
or over the fair market value as of 
March 1, 1913, if acquired prior to 
that date. This increment is taxed 
when cash has been received for it as 
in a sale. This is clearly not a case of 
convenience in taxation, because stock 
dividends are not income; if they were 
income, the time to tax them would be 
when they were received. The gain in 
the value of the stock dividend, if its 
value does increase over a period of 
time, may be taxed when there is a sale 
and the gain is realized; in other words, 
when it becomes real income or when 
it is severed from capital. 

Thus, the belief that the present 
attitude of the government towards 
taxing stock dividends is merely con- 
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venience is not exactly correct. (Of 
course, there must be convenience to 
make any tax a success. This is one 
of the canons of taxation laid down by 
Adam Smith and since followed in ail 
successful tax measures. What here js 
called “convenience” is the important 
characteristic of income—realization. 
No income results unless there has been 
realization, and therefore the tax can- 
not be collected except where the gain 
has been realized, and no gain can be 
realized until sale has been made—that 
is, until there has been a closed 
transaction. 


What Is a Stock Dividend? 


The removal of stock dividends from 
taxation under the income tax law does 
not settle the difficulties involved. The 
term “stock dividend” does not readily 
admit of a definition that will always 
hold. There are stock dividends by 
name that are not real stock dividends, 
and the distinguishing points have been 
closely drawn by the courts and the 
Treasury Department. It may be 
questioned whether the courts have 
always given a consistent interpretation 
of the term. It is possible that the 
distinctions drawn have been technical 
and have overlooked some of the prin- 
ciples pointed out in this discussion. 
Some of these decisions we will have 
occasion to investigate. 

The Treasury Department says of 
an ordinary stock dividend: 


Ruling . . . . 1. Where a corporation, 
being authorized to do so by the laws of the 
State in which it is incorporated, transfers a 
portion of its surplus to capital account, issues 
new stock representing the amount of the sur- 
plus so transferred, and distributes the stock 
so issued to its stockholders, such stock is not 
income to the stockholders, and the stock- 





* Towne v. Eisner, 245 U. S. 413. 
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holders incur no liability for income tax by 
reason of its receipt... + + 

We have said that a stock dividend 
a restatement of the ownership, or, 
‘n other words, that the equity of the 
owner of the stock is not changed by 
the declaration of a stock dividend. 
The substance of this is that the pro 
rata equity shall remain the same if the 
jividend is a real stock dividend. If 
there are 1,000 stockholders and each 
receives a 100% stock dividend, each 
has no more wealth than he had before, 
and moreover, each has the same 
proportion of shares to the total num- 
ber of shares that he had before. His 
relation to the other stockholders is 
just the same. If there has been dis- 
crimination and only a part of the 
stockholders have received the stock 
dividend, the same proportionate equity 
would not then exist as existed before 
the distribution. It would be a very 
complicated matter to determine ex- 
actly how much the wealth of the 
favored minority had increased. The 
gain would still be an unrealized paper 
profit and could be taxed only by some 
arbitrary method unless it could be 
argued that a change in the equity was 
a closed transaction. However, this 
could hardly be called a real stock divi- 
dend. Fortunately, the cases of actual 
intention to defraud some stockholders 
by discrimination are rare and easily 
detected. 

Another type of distribution has 
caused several conflicts of opinion and 
several reversals of decisions. This 
type of distribution is a cash dividend 
with an option or an agreement to buy 
stock with the dividend so issued. 
Many instances of this have come 
before the courts and fine distinctions 
ave been drawn, especially by the 
reasury Department in interpreting 
hese decisions. Up to the time of a 


recent decision (Lewellyn v. Mellon 
279 Fed. 910; 281 Fed. 645), it was 
held under a ruling by the Treasury 
Department that when a corporation 
declared a cash dividend equivalent to 
an increase in its capital stock and gave 
the shareholders the option of keeping 
the cash or of reinvesting it in the new 
shares, such a dividend was a cash 
dividend and was taxable as income 
whether they reinvested it in the new 
shares or not (C. B. 3 p. 38; T. D. 
3052). In the Lewellyn case the fol- 
lowing points were emphasized by the 
court. 


It is clear that if the resolution declaring 
the dividend in question had provided for the 
payment of the dividend in stock, the divi- 
dend would not have been taxable. It is also 
clear that the defendant received payment of 
the dividend in shares of stock, and that he 
did this pursuant to an agreement made prior 
to the declaration of the dividend. 


Those who took advantage of the 
agreement and bought the stock 
received no taxable income, but those 
who did not take advantage of it and 
took cash as payment, did receive in- 
come and were taxed on it. The court 
further stated: 


After the transaction, the defendant had 
two shares to represent the interest in the 
same property which prior thereto was repre- 
sented by one. After the transaction there 
were twice as many shares of the corporation 
in the hands of the stockholders as there were 
before. The corporate assets had not been 
diminished by the transaction. Therefore, 
for the two shares which the defendant pos- 
sessed at the close, there was for him the same 
value as for one share represented at the be- 
ginning. . . In every view of the trans- 
action we find that its substance is clear. In 
cases like the present, substance is controlling, 
and not form. The courts look through all 
forms of corporate transactions and have re- 
gard to the substance.* 





‘Cumulative Bulletin 3, p. 38, Treasury Deci- 
sion 3052. 
* The italics are the writer’s. 
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Only a very small part of the stock- 
holders elected to take cash as pay- 
ment, and the equity of each of the 
others was not perceptibly changed. 

This decision makes clear that what 
in form may be a cash dividend, is in 
fact and substance a stock dividend. 
The decision handed down in the pre- 
ceding case was later sustained in the 
case of U. S. vy. Davison (1. Fed. 
(2nd) 465). This case was brought 
up over the same stock distribution in 
the same company. 

The court said in this case: 


. . « « It is conceded that some of the 
stockholders took cash. As to them it was 
a cash dividend and taxable as such. But as 
to the defendant and other stockholders who 
received stock it would appear under the facts 
to be a stock dividend and not taxable. The 
question is to be determined from the result 
to and the effect upon the individual stock- 
holder. If the purpose of the cor- 
poration is to retain the accumulated profits, 
while in effect distributing them as a divi- 
dend, it would seem immaterial whether the 
stock was issued direct to the stockholder 
given the right to apply the cash dividend 
declared, in payment of the new stock, as the 
effect in the two cases would be precisely the 
same. In either case the accumulated profits 
are legally retained for corporate purposes. 
In neither case has the stockholder received 
anything out of the company’s assets for his 
individual use. On the other hand, his orig- 
inal investment and its accumulations still 
remain the property of the company and sub- 
ject to the hazards of the business. In fact, 
he has not received that which may be prop- 
erly designated as income. 


A similar situation in which part cash 
is received is when the proportional 
distribution of the stock dividend does 
not come out in an even number of 
shares and the fractional parts are 
either paid in cash or the privilege is 
given of buying enough additional 
stock to make the proportion exact. In 
such cases, if the fractional shares are 
paid in cash, the cash is income. 
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Dividends in Preferred Stock 
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So far we have discussed only trans. speci 
actions involving the same class off prefe 
stock within the same company. The over 
situation is complicated when we havelf the s 
a stock dividend made payable in a rule, 
different class of security. The Trea. differ 
sury Department says, in this case: “A the 
stock dividend made payable in trucfM the c 
preferred stock is exempt from tax thei entia 
same as though the dividend were pay.§ prefe 
able in common stock; however, if thef there 
stock issued and distributed as a owne 
dividend ranks with or prior to thef tion: 
interests of the general creditors (withi® enou: 
respect to the payment of either inter. prefe 
est or principal) it cannot be considered even' 











If tl 
justif 
into | 
the | 
chan; 
mark 
cerne 
prefe 
earni 
outst 


true preferred stock, and must be taxed 
as income to the recipient.” (C. B. 4, 
page 24; O. D. 801.) Considerable 
importance attaches to this point 
because in reorganizations it frequently 
happens that preferred stocks or new 
and distinct issues of common stocks 
are given to the old common stock 
holders. 

In the case of a corporation which 
has outstanding only a single issue oiff large 
common stock, if a stock dividend is ment 
declared in any type of security, it isa T! 


real stock dividend. The distribution posse 
of the stock will be pro rata, and the than 
relative position of the holders will not notic 
be changed. If each stockholder should the |: 
receive one new share of 7% cumulative divid 
preferred stock, preferred as tog then 
dividends and principal, for each twog will | 
shares of common held, there would be very 
no change in the proportion of his stock 
equity in the business. Each owner off 4 p: 
the stock would receive dividends on stock 
the preferred in an amount in proporg 'ngs 
tion to his original holdings. It wf rate, 
obvious that this is a real stocky recei 
dividend. _ 
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outstanding, and the dividend is 
declared in preferred stock, the exact 
specifications of when and how the 
preferred stock has preferential rights 
over the common stock will determine 
the status of such a dividend. As a 
rule, the preferred stockholders are 
diferent persons from the holders of 
the common stock; then, if by giving 
the common stockholders these prefer- 
ential rights, the position of the 
preferred stockholders is impaired, 
there has been a change in the equity or 
ownership of the business. This situa- 
tion obtains when the earnings are not 
enough to pay the dividends on all the 
preferred stock outstanding or in the 
event of a dissolution of the company. 
If the earnings are large enough to 
justify a conversion of earned surplus 
into capital, it is extremely doubtful if 
the position of ownership would be 
changed as far as the book value or the 
market value of the holdings is con- 
cerned. The market value of the 
preferred stock will not drop if the 
earnings on the entire preferred issue 
outstanding after the dividend are 
large enough to make certain the pay- 
ments of the preferred dividends. 
There may be an additional value in 
possessing an investment risk rather 
than a speculative risk. We have 
noticed that with the earnings still on 
the large scale, large enough to pay the 
dividends on all the preferred stock, 
the market value of the preferred stock 
will be the same. If the earnings were 
very large, the price of the common 
stock might be higher unless there was 
a provision allowing the preferred 
stockholders to participate in the earn- 
ings beyond the stipulated dividend 
tate, but the common stockholders, by 
receiving preferred stock, have both the 
certainty of dividends that goes with 
the ownership of preferred stock and 


Ii! 


the speculative possibilities of the com- 
mon. This may be especially desirable 
if the dividend rate on the preferred 
stock is very high and the issue is non- 
callable. The position of the common 
stockholders may be very materially 
improved by having a claim equal to or 
prior to the claim of the preferred 
stockholders. An increase in the mar- 
ket value of the common stock in cases 
of this type is caused by the possession 
of an investment risk or by the contin- 
ued prosperity of the company rather 
than by the split-up of the shares. 
The problem of taxing justly any 
gain that may accrue to the stockholder 
because he possesses a different class of 
security is as difficult as that of deciding 
that the stockholder has or has not 
received a gain by the transaction. The 
Treasury Department makes an 
attempt to overcome the difficulty by 
using as the cost of the securities a pro 
rata distribution of their respective 
market values at the time the dividend 
was declared.° The difference between 
the cost so determined and the selling 
price is the loss or gain; and if a gain 
results it is subject to tax. By waiting 
until there has been a realization of 
income—when the securities have been 
sold—the taxpayer may have to pay a 
larger tax than he would if the tax had 
been collected in smaller instalments as 
the gain accrued. Because the income 
is all received at one time, when a sale 
is made, the seller may have to pay a 
higher rate because the rate of the tax 
is increased as the size of the income 
increases. This is fairer, however, than 
taxing every unrealized gain that can 
be found. Again, we must recognize 
that there must be some element of 





*A complete discussion of the method of cal- 
culating the amount of income can be found in 
Robert Montgomery's Income Tax Procedure, 
issued each year. 
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convenience in collecting the tax due. 

If the value of the stockholder’s 
securities is increased by the issue of 
preferred stock, or by the exchange of 
one class of stock for another with 
different rights, the tax should be 
levied on the amount of the increase 
rather than on the total amount of the 
issue. 


Dividends Paid in the Stock of 
Another Corporation 


In a case where a dividend is 
declared payable in the stock of another 
corporation, a situation may arise 
which is even more complex than in any 
of the preceding cases. It involves not 
only stock dividends in other than com- 
mon stock but involves two or more 
distinct corporations. It may involve 
mergers and reorganization, or it may 
occur where no change of any kind has 
taken place. 

When the stock is not received in a 
reorganization, the dividend, if paid in 
the stock of another corporation, is not 
a real stock dividend. Any corporation 
that has in its assets some stock of 
another company, if it so chooses, can 
distribute that stock as a dividend to 
its stockholders. The similarity be- 
tween this and a cash dividend is quite 
pronounced. It is distinctly different 
from a real stock dividend. By this 
process assets have been distributed, 
and the stockholders have received 
something they did not have before. 
Their equity in the business is less 
because a part of the assets have been 
realized. It is true that the recipients 
have received no actual cash, but they 
have that which can be converted into 
cash, and whose market or cash value 
is not changed because of the distribu- 
tion, but because the factors controlling 
its value are affected by an entirely dif- 
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ferent company. The affairs of the 
distributing corporation will not in any 
way affect the value of the stock of 
another company if they are not closely 
affliated. The preceding situation js 
defined clearly enough, and there is very 
little room to contend that the distri. 
bution is a_ stock dividend and 
non-taxable. Where the stock js 
received in a reorganization, there js 
considerable room for dispute. The 
Supreme Court has in one case decided 
in one way, and in an apparently anala. 
gous case has rendered an opposite 
decision. In no case that has come 
before this court has the decision been 
unanimous: the vote on these questions 
has been as close as five to four. The 
majority and the minority decisions 
both seem reasonable when considered 
separately. The truth of the matter is 
that both ‘sides are probably right 
within certain limits. The outstanding 
cases that have come before the 
Supreme Court, following in the wake 
of the Macomber case and usually 
dependent upon it in some way, are: 
Weiss v. Stearn (265 U. S. 242); 
U. S. v. Phellis (257 U. S. 136); 
Rockefeller v. U. S. (257 U. S. 176); 
Cullinan v. Walker (262 U. S. 134); 
and more recently, Marr v. U. S. (Adv. 
Op. 683), (45 Sup. Ct. Rep. 575). In 
all of these cases the stockholders of 
one corporation were paid in the stock 
of another corporation, the transaction 
being the result of a reorganization. 
The Weiss case decided that the stock 
distributed was not taxable and was 2 
stock dividend as in the Macomber 
case. In all of the other cases above 
cited, the stock distributed was taxed as 
income because the transaction was not 
a stock dividend. 

The Weiss case was distinguished 
from the Phellis and Rockefeller cases 
on the following grounds: 
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In each of these cases there was a segrega- 
tion of accumulated surplus and a distribu- 
tion of it in stock of a corporation other than 
the parent company, both corporations con- 


tinuing to exist. 
In the present case there has been no 


attempt on the , rt of the concern to segre- 
gate or distribute its surplus, but merely a 
reorganization accompanied by a stock divi- 
dend. It has not been divided into two cor- 
porations, one to hold the capital, the other 
to take the earnings, as in the cited cases 
(Phellis and Rockefeller). The old charter 
was surrendered when the new one was 
taken. The venture of the stockholder in the 
hazard of business continues undivided. He 
has not drawn out his profits. His invest- 
ment is still entirely in the same enterprise, 
albeit represented by new certificates, yet 
essentially the same. For these reasons it is 
concluded that the distribution upon reorgan- 
ization of the new stock in exchange for the 
old did not involve taxable income.—W eiss 
v. Stearn. 


The Supreme Court held in this case 
that if an old corporation transfers all 
of its property to a new corporation 
that is also reorganized in the same 
state, having practically the same name, 
and engaged in the same business, the 
exchange of the stock of the old cor- 
poration for that of the new produces 
no income. Now in the Phellis, Rocke- 
feller, and Cullinan cases the issue was 
whether or not the new corporations 
formed were the same in substance as 
the old corporations. If they were the 
same in substance, the receipt of the 
new stock for the old was not a realiza- 
tion of income. The result was the 
same as if the stock had _ been 
distributed in the stock of the declaring 
corporation and no new company had 
been formed. The Supreme Court 
decided in these three cases that the 
new corporations formed were substan- 
tially different corporations and that 
the new stock issued represented an 
interest different from the old. Each 
new corporation was a distinct entity, 


operated for a different purpose, and 
with a different legal status from that 
of the old. 

The issue in these cases was more 
easily decided than in the case of Marr 
v. U. §. This case was finally decided 
by the Supreme Court late in 1925 by 
a vote of five to four. In the opinion 
of the majority, the stock distributed 
did not represent the same interest in 
the same corporation as the old stock. 
The majority decision stated: 


. . « « The government insists that iden- 
tity of the business enterprise is not conclu- 
sive; that again in value resulting from profits 
is taxable income, not only when it is repre- 
sented by an interest in a different business 
enterprise or property, but also when it is 
represented by an essentially different inter- 
est in the same enterprise or property; that in 
the case at bar, the gain actually made is 
represented by securities of an essentially dif- 
ferent corporation; and that consequently, the 
additional value of the new securities, 
although they are still held by the Marrs, is 
income under the rule applied in U. 8. v. 
Phellis, Rockefeller v. U. 8., and Cullinan v. 
Walker. 

In the case at bar, the new corporation is 
essentially different from the old. A corpora- 
tion organized under the laws of Delaware 
does not have the same rights and powers as 
one organized under the laws of New Jersey. 
Because of this inherent difference in the 
rights and powers, both the preferred and the 
common stock of the old corporation is an 
essentially different thing from the stock of 
the same general kind in the new. 


In contrast to this attitude, the mi- 
nority decision states: 


The practical result of the things done was 
but the reorganization of a going concern. 
The business and the assets were not mate- 
rially changed, and the stockholder received 
nothing’ actually severed from his original 
capital interest—nothing differing in sub- 
stance from what he already had. 

Weiss v. Stearn did not turn upon the 
relatively unimportant circumstance that the 
new and the old corporations were organized 
under the laws of the same state, but upon 
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the approved definition of income from cap- 
ital as being something severed therefrom and 
received by the taxpayer for his separate use 
and benefit. Here stockholders got nothing 
from the old business or assets except new 
statements of their undivided interests, and 
this, as we carefully pointed out, is not 
enough to create taxable income. 

The essential facts in this case may 
be recited. The market and book 
values of some stock in the General 
Motors Corporation of Delaware were 
many times the par value of the shares. 
In 1916 the General Motors Corpora- 
tion formed the General Motors 
Corporation of New Jersey. The old 
stockholders were given stock in the 
new corporation in exchange for the 
stock in the old, and the old corpora- 
tion was later dissolved. Fractional 
shares were paid in cash. The old 
stock was not exchanged share for 
share, but five shares of common stock 
of the new corporation were given for 
each share of common in the old. 
Preferred stock was exchanged in a 
similar manner, but the new stock car- 
ried 6% instead of 7%. Did the 
stockholders receive income, or did they 
receive a stock dividend? Technically 
they did not receive a stock dividend, 
but in fact neither did they receive 
income. 

This case is a summation of all the 
points we have considered. The only 
differences beyond those which have 
occurred in the cases considered, are 
that the place of incorporation has been 
changed and the company has been 
capitalized somewhat differently. There 
will be general agreement with the 
minority decision that the stockholders 
received no income. No assets were 
distributed. No stockholder received 
anything he did not have before, except 
the payments in cash for fractional 
shares, which were taxed. The propor- 
tionate equity remains unchanged. 
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Nothing was separated from 
and nothing was realized. 

Since this decision which was handed 
down under the provisions of the 1916 
Income Tax Law, Congress has recog. 
nized the anomaly of the situation and 
has declared that although a distribu. 
tion of this type in a reorganization js 
not a stock dividend it is nevertheless 
not to be taxed. For all practical 
purposes it is a stock dividend and 
should be considered as a stock divi. 
dend. Certainly, a change in the name 
of the company does not make a distri- 
bution of stock a distribution of assets 
and therefore taxable. 


capital 


Conclusion 


It is now generally recognized that 
stock dividends are not income. We 
have a fairly uniform policy. The 
courts, the Administration, and Con- 
gress have realized the economics of 
stock dividends, but there is still dis- 
agreement among them as to what 
constitutes a stock dividend. Up toa 
certain point, the courts “look through 
all forms of corporate transactions and 
have regard to the substance.” In the 
Phellis and Rockefeller cases the court 
evidently regarded the unimpairment of 
the capital of the old companies as a 
factor of substance. The opinion of 
Thomas Reed Powell seems particu- 
larly pertinent when applied in the 
Marr case. He said, in regard to the 
Phellis and Rockefeller cases, “It is 
therefore difficult to resist the convic- 
tion that the most recent interpreta- 
tions of the 16th Amendment mean 
that Congress may always treat two 
corporations as separate and distinct 
for the purpose of taxing as income 4 
dividend paid by one in the stock of 
another.° The Marr case involves 


” Harvard Law Review, Vol. 45, No. 4, p- 363 















capital practically all of the aspects of stock 
dividends that we have investigated. 
On those principles of income which 
were laid down in the first part of this 
article, it is difficult to see how the 
transaction resulted in income to the 
stockholders of the General Motors 
Corporation. The substance of the 


transaction was disregarded. All per- 
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corporation than they had in the old. 
It might seem unnecessary to discuss 
a case that was decided under an 
income tax law that has since been 
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remembered that we have had a new 
income tax law every year or two. 
What will the future attitude be? Will 
the departments of the government 
always be in agreement? The outlook 
is dubious. It is to the best interests 
of the country that a consistent policy 
be maintained by the government in the 
case of stock dividends as in all its 
dealings with business. But more than 
consistency is necessary. The laws and 
the interpretations of the laws must be 
in accord with sound economic policy, 
and a law that is not economically 
sound should be repealed or the courts 
should interpret it in the light of sub- 
stance rather than form, in so far as 
their discretionary powers will allow 
them. 





REVIEWS OF BUSINESS LITERATURE 
SOME RECENT BOOKS ON ADVERTISING 


upon advertising have been re- 
ceived during recent months. In 
a field in which the great bulk of writ- 
ten material has appeared since 1910 
and one in which in a brief few years 
a large body of enthusiastic workers 
and teachers has grown up, it is not sur- 
prising to find so many books and 
articles added each year to the litera- 
ture of the subject. Almost numberless 
unsolved problems, an art that is fas- 
cinating to those who practice it, a pro- 
fusion of experiences to be recorded, 
and a wide-spread desire for informa- 
tion invite students of advertising to 
write. At the same time, each new in- 
crement to the literature of the subject 
means that succeeding books and ar- 
ticles necessarily are subjected to a 
severer criticism than were those which 
came before. Especially is this true of 
general treatises upon advertising. 
More and more is it necessary for an 
author to set as his objective a distinct 
improvement on that which has ap- 
peared—either through a new and help- 
ful approach, by a new statement of 
principle or theory, by a presentation 
of illustrative data and experiences not 
before gathered together, or by a sur- 
passing organization of his material. 
One who surveys the large quantity 
of material being published is bound to 
be disappointed in much of it. He will 
find a few real contributions to the 


Nites a of over 50 new books 





* Woolf, James Davis, Writing Advertising, The 
Ronald Press Company, New York, 1926, pp. vi, 
287. $3.50. 

* Herrold, Lloyd D., Advertising Copy; Principles 









































knowledge of the field, helpful arrange. 
ments in organization of material, yal- 
uable suggestions on theory or principle, 
and new points of view. Yet, for much 
that is being published are needed more 
rigorous tests of the methods and con- 
clusions of special studies and severer 





im 
criticism by authors and publishers of ic 
treatises dealing with topics which have dev 
had much previous discussion. It is pha 
disappointing that in the current litera- alth 
ture of advertising there is not more top’ 
evidence of original research and an- ing, 
alytical thinking. It is not presump- ing 
tuous to hope that the scientific attitude the 
will appear more and more in books an | 
and articles dealing with advertising. 7 
The marketing public appears to be sat- ume 
isfied with writing based upon casual ing 
observations or the expression of sern 
opinion based upon limited actual expe- war 
rience; such writing cannot satisfy him con: 
who has the scientific attitude, and sub- nee 
jects facts and opinions to scientific vice 
scrutiny. A greater fund of scientific tati 
and careful records of advertising ex- frec 
periences and careful reports of labora- teac 
tory experiments touching on specific of : 
problems will have to be built up. Such ap 
a recording of experience and experi- as ; 
ment is needed to throw light upon abil 
much that is now merely speculation. lool 

The eight volumes here reviewed led 
fall into four groups. Those by Woolf’ — 
and Herrold? discuss the writing of ad- ‘4 
vertising; that by Farrar® deals pri- = 
and Practice, A. W. Shaw Company, Chicago, 1926, 5 
pp. xiv, 525. Flexible binding $6, Buckram $5. tice- 

*Farrar, Gilbert P., How Advertisements Are "¢ 


Built, D. Appleton & Company, New York, 192% 
pp. x, 296. $3.50. 
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marily with the mechanics of making 
advertisements; that of Agnew* treats 
of a special form of advertising; and 
those by Kleppner,® Sheldon,°® Cover,’ 
and Hall® are general texts upon adver- 
tising. ‘ 

Woolf’s short volume upon the writ- 
ing of advertising is a happy addition 
to the literature of the subject. Its 
merit lies not in the presentation of new 
conceptions, but in its selection and or- 
ganization of material, in its clarity and 
concreteness of statement, and, more 
important, in its emphasis upon a basic 
theme. Practically the whole book is 
devoted to a discussion of the various 
phases of the writing of advertisements, 
although attention is given to such 
topics as “Getting Ready for Advertis- 
ing,” “To Whom Are We Advertis- 
ing?” “Practical Tests” (for judging 
the effectiveness of advertisements) and 
an “Index of Human Desires.” 

The thought which underlies the vol- 
ume is the necessity of basing advertis- 
ing and selling efforts upon a consumer 
service, upon a conception of human 
wants and needs, and of addressing the 
consumer in terms of his interests and 
needs. An early chapter titled “Ser- 
vice, the Acid Test,” is worthy of quo- 
tation for its statement of this idea. Too 
frequently in both the practice and 
teaching of advertising the importance 
of a careful appraisal of the ability of 
a product to fill human wants or needs 
as a means of determining its market- 
ability and advertisability is either over- 
looked or taken for granted. This has 
led to the mistaken notion on the part 





“Agnew, Hugh E., Cooperative Advertising by 
Competitors, Harper & Brothers, New York, pp. 
Vili, 246. $4. 

_*Kleppner, Otto, Advertising Procedure, Pren- 
tice-Hall, Inc., New York, 1925, pp. xvi, 484. $5. 
"Sheldon, George H., Advertising Elements and 
Principles, Harcourt Brace & Company, New York, 


of many that any product can be adver- 
tised successfully. The author says in 
part: “There is no mystery in adver- 
tising. There is in it no magic that will 
convert base metal into gold. It cannot 
create for merchandise merits that do 
not exist. No matter how skilfully it is 
done and no matter how large the sum 
of money spent, it cannot build a suc- 
cessful business on a product for which 
there is not a real consumer need .. . 
When, first, a genuine consumer need 
exists, when, second, that need is acutely 
realized by the consumer, and when, 
third, the product is satisfactory, the 
conditions are right for successful ad- 
vertising .. . . It is not enough to have 
a product that is as good in quality as 
the established brands. Simply to offer 
a new brand that is as good but no bet- 
ter than the established brands, would 
be to render a service of very little 
value, and hence the advertiser probably 
would find it extremely difficult to make 
headway. The new advertiser would 
have nothing of consequence to talk 
about in his copy, and no amount of 
advertising skill could give his message 
vital importance. But give him a prod- 
uct of a superior quality, a brand of 
corn-flakes distinctly better and more 
efficient in filling a consumer need, and 
even second-rate advertising could prob- 
ably make some progress. 

“What frequently happens, unfortu- 
nately, is that advertisers give their 
products fictitious values in their copy, 
or they appeal to needs that are not 
basic or important. How often have we 
seen advertisements that place great 


1925, Pp. vi, 442. $5. 

* Cover, John H., Advertising, lts Problems and 
Methods, D. Appleton & Company, New York, 1926, 
pp. xiv, 319. $3. 

* Hall, S. Roland, Theory and Practice of Adver- 
tising, McGraw-Hill Book Company, Inc., New 
York, 1926, pp. ix, 686, $5. 
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emphasis upon some point that we are 
sure nobody cares a hang about! In 
such cases they are offering a service 
that is not important and hence has no 
weight with the consumer. Unless the 
need is a real one, it had better be left 
alone.”” It is refreshing to find this 
view-point upon advertising expressed 
so clearly and emphatically. 

Among the topics discussed are those 
of determining the prospect to whom 
the advertising is to be addressed, the 
goal that is to be set for advertisements, 
the selection of a core idea or central 
theme for a campaign, the importance 
of touching responsive charts of reader 
interest and structural principles and 
use of words so as to inject interest, 
persuasion, and conviction into copy. In 
all of these the author has been success- 
ful in his selection of illustrative mate- 
rial, both hypothetical and actual, 
thereby making his discussion clear and 
concrete. The work reflects a mature 
experience, an enthusiasm for the sub- 
ject, a discerning analysis, which makes 
the art of copy-writing more vital and 
real than do most treatises upon the 
subject. 

Whereas Woolf, in his volume upon 
Writing Advertising, has limited him- 
self primarily to an analysis of the prin- 
ciples underlying the writing of adver- 
tising, and through his stress on the 
basic theme of building copy on a con- 
ception of human wants and desires has 
developed for the reader an easily un- 
derstood view-point or philosophy of 
advertisement writing, Professor Her- 
rold has produced a more detailed and 
comprehensive treatment of the sub- 
ject, giving more attention to practical 
methodology. He not only classifies 
and discusses various types of copy and 
sets forth the structural principles gov- 
erning advertisement writing, but lays 
down the methods of procedure for such 
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tasks as determining selling points, yj 
ualizing copy, making a ng editing 
copy, and suiting copy for various types 
of mediums such as magazines, news. 
papers, posters, car-cards, and direct. 
mail matter. 

Believing that more light is thrown 
upon the methods and principles of ad- 
vertisement writing by a study of the 
actual production of advertisements 
than by analysis of finished advertise. 
ments, the author has described in de. 
tail the history of the writing of several 
advertisements. 

He reduces the development of ad. 
vertising copy to four steps, which de. 
termine his approach in the first section 
of the book; namely, (1) analysis pre- 
ceding the writing of copy; (2) visual- 
ization of advertising copy (including 
preparation of a copy plan for a cam- 
paign as well as for individual adver- 
tisements; (3) the actual writing of the 
copy; and (4) editing the copy. His 
treatment of these topics is careful and 
complete. In the latter part of the 
volume the author classifies copy and 
discusses the aspects of the various 
types of copy under his classification. 
His approach in this section at some 
points resembles that taken by Profes- 
sor Hotchkiss in his volume upon 
Advertising Copy. The greater part of 
Professor Herrold’s discussion is based 
upon a classification of copy according 
to the mediums selected to carry the 
advertisements. 

One of the basic propositions devel 
oped by the author is that any individ- 
ual advertisement must be considered 
not as a unit in itself, but as a part of 
a campaign. For example, in dealing 
with the problem of visualization, he 
brings out the need of visualizing 4 
complete plan for a campaign in ad- 
vance of visualizing the copy for indi- 
vidual advertisements. 
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In the matter of stressing the relation 
of the individual advertisement to the 
campaign and in his treatment of the 
analysis that must come before writing 
the advertisement, Professor Herrold’s 
volume is noteworthy. In any discus- 
sion of the structural principles of copy 
and of the characteristics of various 
types of copy, much depends upon an 
author’s illustrative material, his ability 
to make his instruction concrete, inter- 
esting, and forceful. It is the reviewer's 
opinion that Professor Herrold does 
not improve upon the work of certain 
other writers upon advertising copy in 
this last respect, especially that of Pro- 
fessor Hotchkiss, although he has 
compiled a useful volume for the copy- 
writer. Neither does he succeed in im- 
pressing upon the reader a dominant 
view-point or philosophy for the guid- 
ance of the advertising writer as does 
Mr. Woolf in his short volume; nor 
does he make advertising writing seem 
as dynamic and real. As a work on 
the pure mechanics of writing advertis- 
ing copy it is to be commended. 

When Mr. Farrar states that in his 
volume, How Advertisements Are Built, 
he is writing for two groups of readers: 
“(1) the business man who wants a 
real yardstick for measuring the per- 
fection of his own advertisement; and 
(2) the student who wishes to know 
how modern advertisements are created, 
visualized, and then put into type and 
pictures, ready for the magazine or 
newspaper,’ we wonder what new yard- 
sticks he has set up for measuring 
advertisements. We find that he gives 
us as the five fundamentals of adver- 
tisement construction from the stand- 
point of Expression, the well-worn 
classification of the purposes of an ad- 
vertisement taken from earlier psycho- 
logical analysis of the steps in a sales 
transaction; namely, attracting atten- 


tion, creating interest, arousing desire, 
developing conviction, and producing 
action. Under these heads he points out 
some of the methods of meeting these 
fundamentals in advertisement con- 
struction, such as are contained in most 
texts upon advertising. The section is 
very brief and the treatment is less com- 
prehensive than that contained in most 
general treatises. 

In a section upon Impression, devoted 
to a discussion of the mechanics of 
building advertisements under the head- 
ings of size, borders, pictures, text, 
typography, and trade names, the ex- 
perienced technician speaks, and here we 
find the more valuable part of the work. 
Even here no impression of a detailed 
classification of methods is carried 
away, but rather that of a series of con- 
crete suggestions for securing certain 
results in the appearance of advertise- 
ments. The procedure in large part 
consists of an analysis and criticism of 
reproduced advertisements, showing 
how certain effects are obtained with 
type, borders, pictures, and various 
kinds of layout. A third section on 
building the advertisement discusses 
briefly the mechanics of layout. 

This volume is not for the guidance 
of the advanced student nor for the 
expert in typography and layout, but 
rather for the beginner and advertising 
worker seeking concrete suggestions 
upon the mechanics of putting an adver- 
tisement together. The author, in most 
instances, does not attempt to give sup- 
port to his conclusions through citation 
of tests or detailed data from experi- 
ence. He speaks rather as a typog- 
rapher who has gained his impressions 
and drawn his conclusions from prac- 
tical experience in the construction of 
advertisements. 

In his work, Professor Agnew had, 
as his primary objectives, first, the col- 
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lection and presentation of information 
and data concernirg a form of adver- 
tising which has received little atten- 
tion outside of advertising trade jour- 
nals; and second, a statement of the 
fundamentals upon which successful 
cooperative advertising rests. The 
chief value of the effort comes from 
gathering in one volume the stories of 
cooperative campaigns which hereto- 
fore either have not been available or 
have been widely scattered. It is disap- 
pointing that Professor Agnew did not 
devote more attention to the economics 
of cooperative advertising and to the 
bases upon which successful coopera- 
tive advertising efforts rest. Although 
in Chapter III upon “Fundamentals 
That May Not Be Ignored,” some of 
the basic considerations in undertaking 
and operating such campaigns are given, 
a more complete and detailed analysis 
of the campaign material in this book 
undoubtedly would bring out further 
interesting and important principles 
underlying cooperative effort. 

The greater part of the book is de- 
voted to a description of cooperative 
advertising campaigns, which are classi- 
fied and discussed according to their 
purposes or objectives, such as habit 
formation, education, correction of bad 
trade practices, expansion of sales sea- 
sons, development of business by 
neighboring stores, promotion of com- 
munities, and stimulation of. church 
going. 

The campaign reports, for the most 
part, include brief descriptions of the 
organizations undertaking the cooper- 
ative advertising, a statement of the 
problems faced, the objectives set up 
for the campaigns, the expenditures 
made, and the results, in so far as they 
could be obtained or appraised. 

A fuller statement of the. individual 
cases would have added greatly to the 


— TYTATIOLT AWTS wT 


HARVARD BUSINESS REVIEW 


value of the book. In some j 

only the merest skeleton of information 
has been given, with the result that de. 
tailed appraisal and analysis of the 
campaigns and comparisons a 
them to find points of similarity or dis. 
similarity would be most difficult, 

In addition to the description of cam. 
paigns, the author gives a brief history 
of the development of cooperative ad. 
vertising, a statement of fundamentals 
that must not be ignored in undertak- 
ing cooperative advertising campaigns, 
an analysis of reasons of failure of cer- 
tain cooperative campaigns, and a dis. 
cussion of the problems of organizing 
and financing cooperative advertising 
efforts. : 

Until a more complete account of 
these cooperating campaigns is com- 
piled and analyzed, the book will be a 
suggestive reference work for those 
desiring information about this special 
topic. 

Among the recent general texts upon 
advertising, that by Mr. Kleppner 
possesses the greatest originality in 
approach and expression of ideas. The 
book is characterized by the graphic 
and concrete presentation of certain of 
the author’s conceptions—always an 
aid to understanding—and by the lim- 
itation of the discussion primarily to the 
actual procedure of producing adver- 
tisements. The author does not attempt 
to go into exhaustive dissertations upon 
controversial points, nor does he make 
use of classifications that have become 
familiar through long usage. For ex- 
ample, in discussing mediums he does 
not weigh the pros and cons of various 
types of mediums, nor does he bring 
forth data bearing on the problem of 
the size of space to use, but he seeks, 
rather, to give specific directions upon 
the method of using mediums by de- 
scribing rate structures, telling how to 
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Nstances order space, how to meet copy require- 
rmation M ments, and so on. By being limited 
that de. primarily to discussion of procedure the 
of the ME yolume gains an individuality that will 


appeal to those who want specific direc- 
tions on technique. While such a 
volume has its place, at the same time 


among 
' or dis. 
a 


of cam. IB it is wise for students of advertising to 
history JB be familiar with the general texts such 
tive ad- HB as that of Starch® or specialized texts 
mentals such as those of Adams,*® Strong,” 
dertak. HB or Poffenberger™ on different aspects of 
Paigns, the psychology of advertising, in order 
of cer- to know these controversial questions 
| a dis. and to have an idea of the data which 


have been gathered to throw light upon 


them. 
As stated, the aim of the volume is 
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unt of I to give an idea of the actual procedure 
s com- —& in advertising from the conception of 
ll be a the ideas underlying an advertising pro- 

those [ gram and individual advertisements, to 


the final production and scheduling of 
advertisements. In drawing a picture 
of the procedure in advertising work, 
and in giving directions to guide the 


special 
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ity in advertising worker, the volume is more 
. The useful and effective than most general 
raphic texts which have appeared, although 
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specialized volumes upon various phases 
of advertising, of course, give more 
detailed and complete information upon 
their particular topics. Some of the 
specific features of the book which 


‘tempt appear to the reviewer worthy of spe- 
}upon # cial note are chapters upon the ‘“‘Adver- 
make § tising Spiral,” “Visualizing the Idea,” 
ecome & the “Transforming Idea,” and compari- 
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son charts upon the use of photo- 
engravings, of paper stock, and of the 
various methods of gaining legal pro- 
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ae Starch, Daniel, Principles of Advertising, A.W. 
vv Shaw Company, Chicago, 1923. 
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y ‘Adams, H. F., Advertising and Its Mental 
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In his chapter on the “Advertising 
Spiral” the author gives as a guide to 
advertising procedure a graphic presen- 
tation of the concept of the passage of 
a product through various stages in its 
marketing and advertising history, from 
its pioneering stage in which the appeal 
must be made chiefly to primary mo- 
tives, to the competitive stage in which 
a demand for the particular kind of 
product has been built and an appeal 
must be made primarily to the selective 
motives in order to gain patronage for 
a particular brand; and from the com- 
petitive stage to the retentive stage, in 
which leadership of the market has been 
gained, and the task laid to selling and 
advertising is that of holding the mar- 
ket. Kleppner makes clear that beyond 
the retentive stage there is further 
pioneering, a necessity of appealing to 
primary motives in order to attract new 
consumers to the use of that type of 
product and to build an appreciation of 
further needs on the part of those 
already purchasing the product. The 
importance of determining the stage in 
which a product rests as an aid to estab- 
lishing the objectives of selling and 
advertising programs is clearly estab- 
lished. 

The chapter upon “Visualizing the 
Idea” represents one of the first appear- 
ances in book form on the subject of 
visualizing as distinguished from layout 
as a means of crystalizing and present- 
ing thoughts or ideas in physical form. 
The purpose of visualizing, the func- 
tions of visualizing, and the methods of 
visualizing are discussed. 

The chapter upon the “Transform- 
ing Idea” gives attention to a basic con- 





"Strong, E. K., Psychology of Selling and Ad- 
vertising, McGraw-Hill Book Company, Inc., New 
York, 1925. 

™ Poffenberger, A. T., Psychology in Advertising, 
A. W. Shaw Company, Chicago, 1925. 
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sideration in modern merchandising and 
advertising; namely, that of individual- 
izing products, of finding ways to make 
them distinctive in order to attract 
patronage to particular brands. Vari- 
ous means by which a product may be 
made distinctive are briefly outlined. 

In summary, Kleppner’s book pro- 
vides a helpful treatise upon advertis- 
ing procedure and presents original and 
interesting view-points upon the con- 
ception and production of advertise- 
ments. It does not attempt to assemble 
a large amount of data upon contro- 
versial points, but aims rather .to give 
specific and concrete directions. Accord- 
ingly, it should prove helpful to the 
student of advertising who is interested 
in getting information and guidance 
upon advertising technique. 

As contrasted with Kleppner, who 
took a somewhat unusual approach in 
his text, the books by Sheldon and Hall 
follow more the beaten path. Each has 
drawn upon classifications familiar 
through usage; each has turned to pub- 
lished material for illustrative data; 
each has brought new illustrative ma- 
terial from his own experience and 
collection to add to his presentation. 
Both reveal in their writing the prac- 
tical experience they have gained in 
advertising work and offer practical 
suggestions upon advertising procedure. 
Both in the first part of their volumes 
give attention to some of the more im- 
portant problems of correlating and co- 
ordinating advertising with other types 
of selling effort. Hall, especially, gives 
more attention to marketing aspects of 
advertising than is ordinarily found in 
the general text upon advertising. 
Hall’s volume has a chapter upon the 
advertising agency, its services and its 
problems which is more complete than 
usual, In the latter part of his volume 
are discussions of uneven merit upon 


various problems of national and retaij 
advertisers, together with descriptions 
of successful advertising campai 
The two authors vary in the emphasis 
and detail which they give to varioys 
phases of advertising. For example, 
Hall pays considerable attention to mail. 
order and direct advertising; Sheldon 
gives these brief notes. Sheldon devotes 
about 40% of his volume to a discus. 
sion of advertising mediums, giving 
much more space to a description of 
the various types of mediums and some 
of the problems arising from their 
selection and use than do most authors, 
He produces in its entirety the special 
magazine circulation study in Cincin. 
nati, Ohio, made by the J. Walter 
Thompson Company as well as circula- 
tion studies made by the Thresher Ser- 
vice, Incorporated. Hall’s discussion of 
mediums, likewise, gives summaries of 
some of the more significant recent 
researches upon the quality of mediums. 
It would be of little value to continue 
comparison and description of the two 
books. Each has presented a text which 
is neither appreciably better nor inferior 
to several other texts which have 
already appeared. Each has assembled 
and brought his material up to date so 
that the two books might well prove 
helpful as reference volumes upon ad- 
vertising. One arrives at the conclusion 
that neither has contributed anything of 
note in the way of approach or of ideas. 
Lastly, Professor Cover in his short 
text offers nothing new in approach or 
method, nor does he bring together new 
illustrative material of value or sig 
nificance. He has dealt with the topics 
usually treated in a general text-book 
on advertising; the classifications adopt- 
ed are in general those which have be- 
come familiar through much _ usage. 
Although an introduction by Percival 
White outlines the use of market 
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analysis as the basis for advertising 
procedure, the volume for the greater 
part is devoted to the technique of 
advertising, with little attention outside 
of the introduction given to marketing 
problems as such. : 

The treatment in every section of the 
volume is brief, much more so than that 
of the other general treatises considered 
‘n this review. The attention given to 
some topics is so slight that it is won- 
dered whether the beginner or the 
casual reader would get from it a true 
conception even of the elementary prob- 


lems involved. 
Nei H. Borpen 


Overstreet, H. A. INFLUENCING HUMAN 
Benavior. New York: The People’s In- 
stitute Publishing Company, 1925. 296 pp. 
$3. 

FRoM many quarters comes the 
statement that leadership in community 
affairs and civic activity is being shifted 


' to the shoulders of the business man. 


Such an expression does not imply that 
“things are in the saddle’’; it is a rec- 


F ognition of the responsibility which the 


business man owes to society and which 
he must accept because of his control 
over capital, credit, and employment. 
If this shift of leadership has occurred, 
then the business man should recognize 
his new burden and endeavor to fit him- 
self for his new opportunity. Commu- 
nity leadership implies a wider range of 
human contacts for the business man 
than heretofore—contacts necessarily 
different from those of the business 
world between employer and employee, 
between buyer and seller. In his new 
capacity of leadership, the business man 
will find it necessary to utilize the most 
elective means of influencing others. 
Such books as Professor Overstreet’s 
Influencing Human Behavior will, 
therefore, be of especial interest. 





Professor Overstreet has set for 
himself the task of showing, in lucid 
terms, how human behavior can actu- 
ally be changed in the light of the new 
knowledge gained through psychology. 
As he views it, the central concern of 
the lives of all of us, whether doctors, 
lawyers, merchants, or laborers, is to 
be, in some worthwhile manner, effec- 
tive within our human environment. 
The effective lives are those which 
have, in reality, “got across,” and con- 
tinue still to “get across.” “Life is 
many things,” says the author; “it is 
food-getting, shelter-getting, playing, 
fighting, aspiring, hoping, sorrowing. 
But at the center of it all it is this: it 
is the process of getting ourselves be- 
lieved in and accepted.” 

Life as the process of getting our- 
selves believed in and accepted is, the 
author states, the wise application of 
certain fundamental techniques. These 
techniques are of immediate concern to 
each individual in his contacts with his 
fellows and in the influencing of their 
behavior. How, for example, by a 
proper approach, can we induce a per- 
son to buy our goods, to agree with us 
on a course of action, to vote for our 
candidate, to listen to our specch? As 
Professor Overstreet suggests, the first 
essential is that of capturing attention, 
and he shows definitely how this may 
be accomplished. In any attempt to 
influence the action of others, he ad- 
vises that the presentation be scrutin- 
ized in the light of the following 
questions: Does the presentation 
move? Is it moving towards some- 
thing, that is, does it have the flavor 
of the chase? Is the first response 
evoked an affirmative one? Does the 
presentation contain the element of 
challenge, that is, is it put up to the 
hearer? Does it contain something 
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new, novel, and also something which 
is familiar? 

Business men have long recognized 
the need of effectiveness in their corre- 
spondence. Here, in brief compass, the 
author presents the psychology of 
effective writing. ‘Writing is a form 
of stimulus which seeks a response. 
Good writing does something to the 
reader. Poor writing does something 
else.” The new leadership will demand 
ability in public speaking and Professor 
Overstreet deals thoroughly with the 
psychology involved. He suggests that 
the tendency of a great many speakers 
is ‘to say something which interests 
themselves, with the hope, perhaps, 
that what interests themselves will in- 
terest their audience, and he adds that 
the first step in effective public speaking 
is to say something, or suggest some- 
thing, that interests the audience. The 
ineffectiveness of the scolding, angry 
speaker is demonstrated, and the subtle 
effect of the speaker’s appearance, 
voice, and mannerisms is shown. 

The business man, with his new 
responsibilities of leadership, will find 
the chapter on “The Problem of 
Straight Thinking”’ especially stimulat- 
ing. He may see a modified reflection 
of himself in the picture the author 
draws of the average adult in the aver- 
age small city. “(Heis.. . . stout, 
respectable, financially established, con- 
vinced that he has been ‘well-educated,’ 
and not averse to giving his opinions 
on politics, morals, economics, religion, 
and the future of civilization to any 


reporter who will do him the honor of 
calling. Like the very great majority 
of college-bred men of twenty-odd 
years ago, he has kept up with the ip. 
tellectual and_ scientific times only 
through the newspapers and popular 
magazines. He really does not know 
the science—the physical or the social 
science—of today. Now, when people 
fall behind in the intellectual race, they 
do not feel bubblingly happy over it, 
They feel vaguely disquieted. But the 
queer thing is that they do not, as a 
matter of course, put the blame upon 
themselves. They automatically invoke 
the gentle art of rationalizing (shaping 
unsound thinking into the seeming pat: 
tern of truth) and place the blame upon 
the new. “Things weren't this way 
when I was a boy’. ‘All these new. 
fangled ideas—what is the world com- 
ing to?” ~ 

The book is not written primarily for 
the business man, but for all who are 
interested in “getting themselves 
across.” Perhaps the business man is 
just a little “fed up” on the books which 
are loudly heralded as especially writ- 
ten for him, and therefore he should 
welcome this one the more; at least he 
should be willing and anxious to study 
the conclusions of thinkers in other 
fields which pertain basically to his own. 
Professor Overstreet presents his sub- 
ject with a lucid, dramatic quality, with 
concreteness, daring, flash. In the 
hands of a less skilful writer, the work 
would have been stodgy, verbose, 
abstract, and monotonous. 
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Bennett, George E. AccouNTING SysTEMs: 
Principles and Problems of Installation. 
Chicago: 4. W. Shaw Company, 1926. 
554 tb. $7.50. 

In Accounting Systems the author clearly 
shows his devotion to “systems,” whether they 
are of control, of accounting, of internal 
check, or of almost anything else. The first 
part of the book deals with a recapitulation 
of general accounting, cost accounting, and 
quditing facts. ‘The latter half of the book 
sets up illustrative systems for representative 
businesses, such as retail merchandising insti- 
tutions, commission houses, summer hotels, 
garages, foundries, machine-shops, knitting 
mills, clothing shops, and, particularly, 
cooperative milk associations. ‘The author 
realizes that though such businesses may be 
representative, it is doubtful whether the sys- 
tem described for any one of them can ever 
be applied in toto to any other case. The 
reviewer would have preferred, therefore, that 
the author had curtailed his lengthy discus- 
sion of specific accounts and forms, and had 
devoted a correspondingly larger space to the 
principles illustrated by any given installation, 
regardless of the fact that a “host of elemen- 
tary treatises cover this subject-matter in 
detail.” 


Clare, George, and Crump, Norman. THE 
ABC or THE ForeicGn Excuance. Lon- 
don: Macmillan and Company, Limited, 
1924. 224 pp. $1.60. 


This is a sixth edition of the well-known 
book by George Clare revised with additions 
by Norman Crump. While the changes in 
the foreign exchanges, because of the great 
war, have made the revision desirable from a 
practical point of view, it is a tribute to the 
original work that so few changes have been 
necessary in the earlier text. 

The tremendous disturbances in foreign 
trade in the past 10 years and the substitu- 
tion of a paper basis instead of gold in many 
countries have made desirable the addition of 
chapters on the post war money markets and 
paper exchanges. It is gratifying to see that 
the reviser has continued the early high 
standard of practical exposition and illustra- 
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tion. While this book is written from the 
English point of view, the American reader 
will find the treatment simple and familiar. 


Collins, Charles Wallace. THE Brancu 
BANKING QuesTION. New York: The 
Macmillan Company, 1926. 182 pp. 
$1.75. 


The subject of branch banking has been 
much discussed among bankers and others in 
the past few years, so this book should find 
a wide group of readers. In it Mr. Collins 
has presented the arguments for and against 
branch banking, and has traced the legisla- 
tive, judicial, and banking regulations that 
had been enacted to cope with the problem 
up to January 1, 1926. 

The author’s purpose has not been to pass 
judgment on the past measures that have been 
taken by either the friends or the opponents 
of branch banking. On the contrary, he has 
attempted to make the legal status of branch 
banking clear, and has presented the reasons 
for former judicial opinions, legislative action, 
and banking regulations. 

With the development of branch banking, 
the problem is becoming increasingly perplex- 
ing for the Federal Reserve Board. It is felt 
that if large banking organizations are 
allowed to grow up outside the Reserve Sys- 
tem, the member banks may find it very hard 
to compete successfully, and as a result the 
member banks might be tempted to withdraw 
from the System. 

On the other hand, it is pointed out that 
absolute restriction of branch banking might 
also be undesirable. It is felt that if branches 
are forbidden by law some means of evasion 
will be developed. Chains of banks having 
common ownership, or holding companies 
owning the stock of a group of banks could 
be utilized for such a purpose. 

Since the legal status of branch banking is 
so important, and state laws on the subject 
vary widely, a large portion of the book is 
devoted to the consideration of the legal 
aspects of the problem. Much emphasis is 
placed upon the relations of the national 
banks and the Federal Reserve policy to 
branch banking. The book is both interesting 
and informative. 
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Harvarp Business Reports. Compiled by 
the Graduate School of Business Adminis- 
tration of Harvard University. Chicago: 
$s W. Shaw Company, 1925. 651 pp. 

7.50. 


With the publication of Volume I of Har- 
vard Business Reports, the Harvard Graduate 
School of Business Administration has entered 
into a new field of literature. While old in 
law, the case method of presentation is an 
innovation in business. 

This volume contains 149 cases selected 
from those collected for the School by the 
Harvard Bureau of Business Research. The 
problems cover subjects which are scattered— 
with but little evident attempt at arrange- 
ment—through the whole field of business, 
namely: marketing, production, finance, sta- 
tistics and accounting. They describe the 
actual experiences of real business concerns 
under fictitious names. Each case outlines a 
problem and its solution by the management 
of the company concerned, together with suffi- 
cient information and background to bring 
out the reasons why the particular solution 
was adopted. 

This volume is the first of a series which 
will make available to the business man a 
wide range of real business problems and 
their solutions. Although it is unlikely that 
conditions in the reader’s own business will 
exactly fit those of any case in the book, 
nevertheless the application of certain princi- 
ples brought out should be useful in assisting 
him to solve his own problems and to set his 
own policies. 

At first, lack of practice in the use of cases 
will be a handicap to the full understanding 
of the Harvard Business Reports. This first 
volume, moreover, fails to reach maximum 
efficiency in that it contains no editorial com- 
ment on each case for the purpose of pointing 
out such fundamental or underlying princi- 
ples as might appear in each instance. 

In spite of these shortcomings, this volume 
seems to be a much needed and valuable step 
toward the creation of a business library, and, 
as additional volumes are added, should be 
of increasing value to the business man in the 
solution of his problems. 


Huebner, Grover G., and Johnson, Emory R. 
Tue Rarroap Freicut Service. New 
York: D. Appleton and Company, 1926. 
589 pp. $5. 


HARVARD BUSINESS 


REVIEW 


a the Gold at eee 
in the | of transportation, gives a 
prehensive description of the railroad freight 
service of the United States from the view. 
point of the shipper. It considers, first, the 
actual details of the movement and supply of 
cars, and of the various types of service offered 
by the roads, including the many special priv- 
ileges which are now available. The second 
part of the book treats of the rules and prac. 
tices governing these physical movements from 
the clerical side, and describes the forms and 
papers used. The third part deals with the 
organization of the freight department and 
with the various railway associations which 
exist for traffic and service matters. A yse- 
ful feature of the volume is the references 
appended to each chapter. 

There is some measure of historical treat- 
ment, as in the cases of private car lines and 
of traffic associations, but in the main the 
work aims at presenting the facts as they are 
today, with the main reasons for their devel- 
opment in this form as a background. The 
treatment, which appears to be concise and 
well organized, is, therefore, in large measure 
descriptive. 


Ivey, Paul W. SALESMANSHIP AppPLIzD. 
Chicago: A. W. Shaw Company, 1925. 
333 PP. $5. 


In this book Dr. Ivey has endeavored to 
incorporate the material he has been deliver- 
ing for the past ten years in lectures under 
the auspices of chambers of commerce and 
in the Extension Division of various univer- 
sities, such as the University of Southern Cali- 
fornia. He takes up the problem of salesman- 
ship successively under four aspects, which 
might be termed: considerations of the sales- 
man’s art, a study of the customer, a study of 
the salesman, and the analysis of the selling 
process. 

The first part of the book is the most vital, 
and the discussion is centered around the 
thesis that knowledge of the goods to be sold 
is the essential factor in salesmanship. Then, 
different types of customers, together with 
methods of selling to them under varying 
circumstances, are studied. The third part 
deals with abstractions about the type of per- 
sonality essential for good salesmanship. In 
the treatment of this subject the author has 
failed to realize that the personal character- 
istics of men can be changed but little by 
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good advice. 


heen to point out t : 
must apply to the fullest possible extent the 


old Greek proverb, “Know thyself.” The 
last section considers the process which is 


‘volved in making a sale. Here attention 
is given to practical knacks in making the 
sale rather than to the study of the broader 
point of view that any approach must be 
suited to the ability of the salesman and idio- 
eynerasies of the individual purchaser. 

“The simplicity of style and the introduc- 
tion of humorous anecdotes make the reading 
of this book an interesting occupation. For 
the critical student it fails of its purpose in 
that it tends to leave the impression that sales- 
manship is a cut-and-dried proposition which 
requires little personal analysis and thinking. 
Yet the man in the street unable or unwilling 
to absorb purely analytical discussion will 
welcome it. 


Montgomery, Robert H., Editor. FINANCIAL 
HanpBooK. New York: The Ronald 


Press Company, 1925. 1749 pp. $7.50. 


For those connected in any way with the 
financial problems of a business enterprise, the 
Financial Handbook affords a handy refer- 
ence work of the more essential information 
which is likely to be needed. 

Obviously, a broad, detailed treatment of 
any one subject is not to be expected; other- 
wise the publication would lose much of its 
usefulness as a handbook. An executive who 
desires an expositive treatment of a particular 
subject would seek other sources. But there 
still remains a wide field of usefulness for a 
sort of encyclopedia of financial information. 

A large number of the sections have been 
written by special contributors, all of whom 
seem well qualified to handle the subject of 
their particular fields. Altogether, there are 
34 sections, several of which concern subjects 
only indirectly related to financial problems. 
Among these are Fundamentals of Business 
Economics, Business Law, Business Organ- 
ization, Traffic Management, Business Sta- 
tistics, and the Federal Regulation of Busi- 
ness. The book is well indexed, and every- 
thing about it bespeaks convenience for the 
general reader. The material is presented in 
the usual handbook form with a generous use 
of paragraph headings, illustrations, and 
forms, 

Separate sections are included on the Math- 
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ematics of Finance, Financial Statements and 
Reports, Budgets, Capital Structure and 
Policies, Credits and Collections, and the like. 
The place of the investment banker, the stock 
exchange, and the broker in the securing of 
capital funds for business undertakings is 
clearly indicated in the section on Security 
Markets. The discussion of the New York 
Stock Exchange is of especial interest. 

The other sections of the book consider 
many subjects which involve a slight amount 
of financial background, yet are essential to 
a well-rounded handbook of this nature. Such 
topics as Blue Sky Laws, Profit-Sharing 
Plans, and Fiduciary Relations come under 
this category. At the end is included a sec- 
tion on Abbreviations of Business Terms. 

Such a book might well be included in any 
business library, since it constitutes a most 
useful source to turn to when seeking infor- 
mation on problems of financial import. Prac- 
tically everything of this nature is to be found 
within its 1,700 pages. Inasmuch as the ma- 
terial was prepared by men engaged in actual 
business pursuits, it is bound to be of prac- 
tical value. 


Poffenberger, Albert T. PsycHoLocy IN 
ApvERTISING. Chicago: 4. W. Shaw 


Company, 1925. 632 pp. $6. 


The ever-increasing space devoted to adver- 
tising material by our magazines and news- 
papers bears evidence to the growing impor- 
tance of that phase of the art of publicity. 
Every business man relies upon some form of 
advertising to build up the demand for his 
wares, or to increase the good-will of his clien- 
tele. Each advertiser has his own problem, 
and each wishes to obtain the maximum effec- 
tiveness from his advertising appeals. 

Dr. Poffenberger believes, and correctly so, 
that the effectiveness of any advertisement 
depends upon the ability of its writer to 
understand human reactions and behavior. 

Applied psychology has given us numerous 
general laws and facts about human nature, 
has pointed out the variations to these laws 
according to individual and group differences, 
and has contributed methods for the further 
study of human behavior. These contribu- 
tions from psychology, by which human na- 
ture can be predicted, have been adopted and 
applied by Dr. Poffenberger to the solution of 
advertising problems. 

After years of extensive research and in- 
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vestigation of the interrelationship of psychol- 
ogy and advertising, he has _ written 
Psychology in Advertising. In this book have 
been assembled, arranged, and interpreted the 
results of the author’s own studies. He has 
also borrowed freely from the scattered writ- 
ings of other recognized authorities in this 
field, and- has correlated these excerpts with 
his own conclusions. 

Thus, a complete and detailed book on all 
phases of advertising and its problems from 
the view-point of the applied psychologist has 
been built up. As the author himself admits, 
this is not the only approach to the adver- 
tising problems of business men, but the latter 
will find in this volume a wealth of material 
to aid them in ironing out their difficulties. 
The book is also recommended to the student 
in business affairs as one of the most com- 
mendable treatises in its field. 


Selekman, Ben M. SHARING MANAGEMENT 
WITH THE WorkKERS. New York: Rus- 
sell Sage Foundation, 1924. 142 pp. 
$1.50. 

Selekman, Ben M. 
TATION IN STEEL WorkKS. 
Russell Sage Foundation, 10924. 
pp. $1.50. 

Selekman, Ben M., and VanKleeck, Mary. 
EMPLOYEES’ REPRESENTATION IN COAL 
Mines. New York: Russell Sage Foun- 
dation, 1924. 454 pp. $2. 

The three cases discussed in these books 
present the results of attempts to give em- 
ployees a voice in management under very dif- 
ferent economic circumstances. In the first 
case, the Dutchess Bleachery, the industry em- 
ploys mostly unskilled labor, wages are a very 
important element in costs and are low, and 
there has been no attempt at organization by 
labor unions. In the second case, the steel 
works of the Colorado Fuel and Iron Com- 
pany, wages are a less important element in 
costs, union organization has been attempted 
and has failed, and wages and conditions of 
employment in the industry are almost en- 
tirely set by the preponderating influence of 
the United States Steel Corporation, which 
acts without consultation with its employees. 


EMPLOYEES REPRESEN- 
New York: 
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In the third case, the coal mines in the Col 
rado Fuel and Iron Compan Be 
again a most important element in costs— 
most important part of the industry was, 
the time of the study, working under unun 
ized conditions, and wages and conditios 
were set for the industry as a result of neoo. 
tiations between national unions and a Iq 
number of operators, of which the Colors 
Fuel and Iron Company was not one, _ 

On the whole, these studies are a ver 
appraisal of the advantages and limitations o 
employees’ representation, in so far as th 
are observable in these three experiments, 
would seem, however, as if the authors were 
a little too ready to generalize from the rath 
er incomplete evidence presented by thes 
three cases. An indication of this is to be 
found in the title, “Employees’ Representa 
tion in Steel Works,” placed on a book which 
deals with one plant of one company. 
over, while the authors have tried to be 
minded, they have had a background of 
in theoretical trade unionism. This has 
them to forget that two of these experi 
have been held back by the determined ¢ 
sition of professional union men to anyth 
which did not fall in with the accepted tenets 
of trade unionism which seemed to these pro- 
fessionals to take away the reasons for the 
existence of unions. 

Despite this, however, the authors really do 
indicate the opportunity that exists for em- 
ployees’ representation to improve local con- 
tacts and to bring about local cooperation to j 
a greater extent than is likely through any 
other methods which have yet been tried. The 
authors rightly point out, nevertheless, that 
this new method is usually a rather one-sided 
affair in that the employer can, at will, limit 
the power exercised by the employees or abol- 
ish the entire plan. It must also be remem- 
bered that many employers give heed to the 
opinions of their employees only because they 
fear that unionization may result if a substi- 
tute is not provided. It is not strange, there 
fore, that many employees feel that they owe 
to the power of the unions the representation 
granted to employees. This is not conducive 
to the full development of the benefits of 
workers’ representation. 
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